Coming — ‘The objective of deprecia- 
tion,’’ states Richard M. Rothschild, Los 
Angeles CPA, “‘is to allocate a proper por- 
tion of the asset's value to an accounting 
period or, conversely, to properly state 
remainder values at various times during 
the asset's life. It is obvious that the second 
part of the statement is the logical recip- 
rocal of the first; yet the authorities have 
never recognized the interdependence of 
these twin objectives. The declining-balance 
method will correct this.’’ Title of Mr. Roths- 
child's lengthy study: ‘‘The Case for the 
Declining Balance." 


In ‘Know Thy Kin,"’ Walter C. Frank 
points up the need for the accurate inven- 
torying and classifying of all relatives be- 
cause of the effect a mother-in-law, or a 
minor grandchild, might have on the tax 
affairs of a man. Careful consideration of 
the title to property, of the choice between 
separate and joint returns, of gifts of prop- 
erty interests to relatives can erect or re- 
move tax barriers between a taxpayer and 
his family. Mr. Frank is an Oakland, Cali- 
fornia CPA. 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation 
To this end it contains signed 
articles on tax subjects of 
current interest reports on 
pending state tax legislation 
interpretations of tax laws 
and other tax information 


The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there 
in. Editor, Henry L. Stewart 
Washington Editor, Lyman 
L. Long: Business Manager, 
George J. Zahringer; Circula 
tion Manager, M. S. Hixson 
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Administrative... 


FEDERAL 
TAXES 


Pre FITS received by a corporation as a 
result of dealings subject to the “insider profits” provision of the 
Securities Exchange Act of 1934 and the Investment Company 
Act of 1940 are taxable as gross income. The taxpayer realized 
the profits free of any restriction as to use and the payments were 
neither capital contributions nor gifts, the Supreme Court ruled, 
affirming the Second Circuit (54-1 ustrc 9279) and the Tax 
Court (CCH Dec. 19,372).—General American Investors Company, 
Inc. v. Commissioner, 55-1 ustc { 9309. 


A BRITISH moving picture director was 
under exclusive contract to a British producer. The producer 
acquiesced, for a price, when the director was lured to Hollywood 
to make a picture, The director was thus obligated to pay a part 
of his American earnings to the British producer. In fact, he did 
not do so, Nevertheless, he attempted to deduct the part he was 
obligated to pay in computing his taxable income. The Tax Court 
ruled that since he had paid nothing, he could deduct nothing.— 
Bennett, CCH Dec. 20,930, 23 TC —, No. 136. 


% 

I AIR RENTAL VALUE of a house occupied 
by relatives whom a taxpayer claimed as dependents was more 
than the pensions received by the relatives. Therefore, the rela- 
tives were properly claimed as dependents, since the taxpayer 
owned the house and furnished more than one half of the depend- 
ents’ support.—Haynes, CCH Dec. 20,918, 23 TC —, No. 131. 


Tue MANAGER of an American bank 
branch induced the military governor of eastern Manchuria to 
open a multimillion dollar securities account with the bank in 
1928. After the Japanese invasion of Manchuria in 1931, the bank 
employee contracted to manage the account for a salary of $1,500 
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a month, and he returned to the United States for that purpose. 
The securities account was traded actively by the agent during 
the year 1946, and a question arose as to whether the capital 
gains realized were profits from a trade or business so as to deny 
the owner the exemption to which he would have been entitled 
as a nonresident alien if the gains were mere incidents of a per- 
sonal investment account. The Tax Court ruled that, on the 
facts in the case, the alien taxpayer was entitled to the exemption. 
Chang Hsiao Liang, CCH Dec. 20,917, 23 TC —, No. 130. 


Pounrrive DAMAGES, recovered by de- 
frauded taxpayers from violators of federal antitrust laws, are 
includable in gross income for tax purposes. The United States 
Supreme Court settled that issue on March 28 in two clear-cut 
cases. 

In one dispute, a Pennsylvania glass-container manufacturer 
settled a treble-damages claim against a machinery supplier and 
received a sizeable sum in excess of actual injury suffered. This 
amount was not reported as income for the tax year involved. 
The Commissioner ruled it was taxable gross income. The Tax 
Court agreed with the taxpayer. 

The other case involved a dispute between motion picture 
exhibitors. Again, that part of the damages which was exem 
plary was not reported as income, Again, the Tax Court upheld 
the taxpayer. 

The Third Circuit upheld the taxpayers in a single opinion 
(54-1 ustc J 9328). The Supreme Court reversed on the grounds 
that the statutory definition of gross income is all inclusive, and 
that punitive damages are not gifts and do not come under any 
other exemption provision in the Code.—Commissioner v. Glen- 
shaw and Goldman, 55-1 ustc § 9308. 


An INDIANA house trailer manufacturer 
sold trailers to a group of dealers at $150 to $200 above the regu- 
lar price. The company maintained that the excess was not 
properly taxable as income to the company but that it was a 
profit from a joint venture of the officers of the company. The 
Commissioner included the amounts as gross income of the com 
pany. His determination was upheld.—Platt Trailer Company, 
Inc., CCH Dec, 20,928, 23 TC —, No. 135. 


Two THIRDS of a $30,000 fee received by 
an attorney in 1950 was claimed by another attorney. Because 
of the contest, the holder of the $20,000 in issue did not declare 
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it as taxable income. In 1952, the claim was settled for $3,750. 
When the taxpayer learned the entire $30,000 was taxable gross 
income for 1950, he attempted to deduct the $3,750 retroactively 
in that year. Could he do it? No, the $3,750 was not deductible 
until 1952, the year it was paid.—Liberman, CCH Dec. 20,926(M), 
14 TCM 223. 


' 


A FLORIDA auto supply business was a 
wholly owned corporation which was not doing too well in 1948. 
The owner’s salary was more than the corporation could afford 
to pay. At the end of the year, the corporation owed the owner 
$10,558.45. There was some question as to whether he would 
be able to collect, but this was resolved when the place burned 
down. The owner managed to collect a part of what was owed 
him, but $6,361.90 of the debt became worthless. Did he never- 
theless constructively receive the amount so that he had to pay 
federal income taxes on it? He did not, the Tax Court ruled. 
Patrick, CCH Dec. 20,932(M), 14 TCM 234. 


A MANUFACTURER which gives a specific 
repair warranty on its product cannot separate the sale price of 
the product into (1) a charge for the product and (2) a charge 
for the warranty, upon which no excise tax should be levied. 
Although the price of the product and the price of the warranty 
were separately billed, it was held to be one sales price.—General 
Motors Corporation v. U. S., 54-2 ustc J 49,042 (cert. den.). 


A TAXPAYER purchased property with the 
intention of removing the old buildings. The cost of the removal 
of the old buildings is not deductible. These costs constitute a 
part of the basis of the land acquired and this basis must be 
reduced by the amount of any payments received from the sale 
of the old buildings.—Rev. Rul. 55-110. 


PayMENts representing reimbursements 
for expenses, made by an employer upon the basis of a separate 
and distinct account and properly identified at the time of pay- 
ment as being reimbursements for expenses, do not constitute 
“wages” and are not subject to the federal employment taxes or 
to income tax withholding under Section 1622 of the Code.—Rev. 
Rul. 55-197. 
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The Congress 


The Hoover Commission on Organization 
of the Executive Branch of the Government 
reported to the Congress on April 12 on the 
subject of “Legal Services and Procedure.” 
The most striking of the 52 recommenda- 
tions of the commission was one proposing 
the establishment of an Administrative 
Court of the United States to include “a 
Tax Section which should have the limited 
jurisdiction in the field of taxation 
vested in the Tax Court of the 
States.” 


now 
United 


The report explained its proposal as fol- 
lows: “Our task force [a group of dis- 
tinguished lawyers] examined the 
field of adjudicatory functions now per- 
formed by administrative agencies and 
Executive tribunals for the purpose of de- 
termining which of 


whole 


functions not 
covered by our preceding recommendation 
might properly be transferred to a court or 
courts of special jurisdiction. It concluded 
that which such 
transfer of functions might be made without 
endangering the administrative processes. 


“The first area is that of taxation. The 
lax Court of the United States is the only 
strictly executive tribunal in the United 
States. We believe that this Court should 
be removed from the executive branch. It 
would be a legislative court comparable 
to the United States Court of Claims, 


“The Administrative Court thus would 
serve as an intermediate stage in the evolu- 


those 


there are several areas in 


tion of administrative adjudication and the 
transfer of judicial activities from the agen- 
cies to courts of general jurisdiction.” 


The task force which furnished the data 
for the commission’s report will furnish a 
separate and longer report to the Congress 
at a later date. Its recommendations will 
not necessarily coincide with those of the 
commission. 


Washington Tax Talk 


Hoover Commission Report 
re Tax Court . . . 


Excise Tax Rates 


ashington Tax Talk 


One more year of high excise taxes.~ 
The Senate version of the Rate Extension 
Act was signed into law by President Eisen- 
hower, making it Public Law 18, Eighty- 
fourth Congress. The $20 per person credit 
taxes was eliminated from the 
approved version of the bill. The corporate 
normal tax rate which was to have dropped 
to 25 per cent on April 1, 1955, stays put, at 
30 per cent, until April 1, 1956. The present 
surtax rate of 22 per cent on taxable income 
in excess of $25,000 is not slated to drop 
until 1956. 


on mcome 


The provision in the law of most wide- 
spread interest is that extending the present 
excise tax rates for another year. They 
were due to come down on April 1, 1955, 
but stay in effect for an additional year. A 
comparison of the present rates with next 
year’s reductions appears below: 

Rate 
on and 
After 


April 1, 
1956 


Present 
Rate 
Stamp taxes: 
No change from present 
rates 
Manufacturers’ excise taxes: 
Automobile chassis and/or 
body: 
Passenger 10% 
Busses, tractor, truck 8% 
Motorcycles 10% 
Automobile parts and ac- 
cessories N 
Gasoline (rate per gal.) 2¢ 
No change from present 
rates on other articles. 
Tobacco taxes: 
Cigarettes weighing not 
more than 3 Ibs. per M 
(rate per M) 
No change 


$3.50 
from 
rates on other 


present 


articles 





Rate 
on and 
After 
April 1, 
1956 


Present 
Rate 
Retailers’ 


No change from present 


excise taxes: 


rates. 


Diesel fuel and special motor 
fuels: 
Diesel fuel (rate per gal.) 
Fuels sold or used as gaso- 
line substitute for motor 
vehicles, motorboats or 
airplanes (benzol, ben 
zene, naphtha, etc.)—re- 
tailers’ tax 
ral.) 


(rate per 


Other oils taxes: 


Prox essing and 


import 
taxes, no change from 
present rates 
Excise taxes on facilities: 
No change from present 
rates 
Occupational taxes 


No ( hange 


rates 


Irom present 
Wagering taxes 
No change from present 
rates. 
Liquor taxes 
Distilled spirits (per gal.) 
Imported 
taining 


con- 
spirits 


perfumes 
distilled 
(per gal.) 
Still wines 
14% 
(per gal.) 
Over 14%, not 
21% alcohol 
gal.) 
Over 
24% 
gal.) 
Over 24% alcohol (per 
gal ) 
Sparkling wines 


alcohol or less 


over 
(per 


21%, not 


alcohol 


over 
(per 


Champagne or spark- 
ling wine (per gal.) 
Artificially carbonated 
wine (per gal.) 
Wine cordials or liqueurs 
(per gal.) 
Beer (per barrel) 
No change from present 
rates on other articles. 
Amusement taxes 
No change 


from present 


rates 
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Corporate surtax exemption going up?— 
The present $25,000 corporate surtax ex- 
emption would be raised to $50,000 or 
$100,000 if the Senate Small Business Com- 
mittee had its way. The committee’s current 
annual report repeats this recommendation. 
A previous proposal to the same effect was 
not approved by the President or the 
drafters of the 1954 Code. The committee 
hopes, however, that a change in the budget 
situation will increase chances for adoption 
of its proposal by 1956. 

Significantly, four of the five recommenda- 
tions of the 
have 


committee’s previous report 
including repeal of the 
excess profits tax, liberalized depreciation, 
mitigation of accumulated surplus tax provi- 
sions and lower taxes on stock redemptions 
to pay death taxes. 


become law, 


Personal retirement.—H. R. 266 provides 


for a deduction from income of amounts ex 
pended for the purchase of f 
United States bond; H 
duction from gross income of premiums paid 


a certain type of 
R. 28 provides a de 


on an annuity or a life insurance contract; and 
H. R. 10, introduced by Congressman Keogh, 
provides an income tax deduction for those 
taxpayers 
fund. 


creating their own retirement 
A similar Keogh bill was introduced 
during the last Congress, but no action was 


taken on it. 


To this untrained observer it would seem 
a good idea if H. R. 266 and H. R. 10 (and 
like bills) were put together. To permit a 
deduction from income of premiums paid 
on life insurance or of annuity contracts 
doesn’t benefit anyone but the taxpayer. 
If a deduction were provided for the money 
invested in United States Government bonds, 
the government would at least have the use 
of the taxpayer’s money. The tax on the 
money invested in bonds would merely be 
postponed until such bonds were cashed; 
then the government would receive its 
taxes. Whether a special type of federal 
retirement bord is needed is 
tion 


another ques- 
It seems the present FE and like bonds, 
designed for the individual, 
with a few minor changes. 


are adequate 
For instance, 
the purchaser of the bond would necessarily 
have to show evidence, when he files his 
income tax return, of the amount of money 
he had invested in the bonds, and 
therefore entitled to as a deduction 
could be done by some receipt, 
similar to the income tax withholding re- 
ceipt. Then, at the time the bond is cashed, 
a tax would be withheld at a 
The taxpayer would 


was 
This 


sort ot 


fixed 
include the 


rate. 
amount 


(Continued on page 389) 
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e OUR tropical storms with ladylike names 

and unladylike behavior set a new record 
for hurricane damage in 1954. Property 
caused by the hurricanes is esti- 
mated at not less than $750 million and the 
final figure may go as high as $1 billion. 
Hurricane Carol alone accounted for $450 
million of damage, enough to break the old 
record of $350 million held by the New 
England hurricane of 1938. 


The 


damage 


recent wave of hurricanes affected 
a large part of the country. Hurricane 
Alice started the procession on June 25, 
1954, and caused disastrous floods in the 
Texas area. Hurricane Carol lashed the 
Eastern Seaboard and New England on 


August 31, 
slammed 


1954. Eleven days later Edna 
northward somewhat the 
same path as Carol. Hurricane Hazel in- 
flicted vast damage on October 15, 1954, as 
it struck the Carolinas and swept north- 
ward through Pennsylvania. Hazel’s back- 
lash created flood conditions along the Ohio 
River 


ricanes, in 


along 


Although Chicago escaped the hur- 
October it was deluged by its 
heaviest rainfall in 69 years. 

To the extent that a tax deduction can be 
obtained for the hurricane losses, taxpayers 
will be able to pass a part of their economic 
loss along to the United States Treasury. 
Assuming that the total losses 
amounted to $1 billion and that the average 
tax rate is 40 per cent, approximately $400 
million of the will be borne by the 
United States Treasury in the form of re- 


hurricane 


loss 


duced income tax collections. 


This article is intended to summarize the 
tax principles applicable to the deduction of 
hurricane losses for federal income tax pur- 


Hurricane Losses 
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Tax Effects of Hurricane Losses 


By JAMES H. FELT, Arthur Andersen and Company, Boston 


Vol. 33, No. 5 





The Taxpayer's Principal 
Problem: To Prove 


His Claimed Deduction 


Since hurricane losses are included 
in the general category of casualty losses 
for tax purposes, to a great extent the tax 
principles discussed herein are also applica- 
ble to casualty losses in general. 


poses. 


The Internal Revenue Code of 1954, en- 
acted on August 16, 1954, made many im- 
portant changes in our federal income tax 
laws, but the substance of the law remains 
unchanged with respect to the deduction of 
casualty Code Section 165(a) al- 
lows corporations and individuals to deduct 
casualty losses, net of insurance or other 
compensation received, Individual taxpay- 
ers can deduct casualty losses on business 
property; they can deduct 
losses on nonbusiness property, such as a 
personal residence or an automobile, 


losses. 


also casualty 


Although it is clear that hurricane losses 
are deductible for federal income tax pur- 
poses, the taxpayer is still faced with com- 
plex problems as to the amount of his loss, 
time to deduct the loss, proving the fact 
of his loss, and other related problems. 


AMOUNT OF LOSS 


The rules for computing the amount of 
the deductible hurricane loss vary, depend- 
ing upon whether the loss is sustained on 
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business or nonbusiness property. All prop 
erty owned by a corporation is deemed to 
be business property, whereas an _ indi- 
vidual’s property may be business or non- 
business property depending on the use to 
which the property is put. Nonbusiness 
property held for the production of income 
is treated as business property for the pur- 
poses of this article 


Business Property 


Code 165(b) provides that the 
basis for determining the amount of the de- 
ductible loss is the adjusted basis for deter- 
mining the from the 
disposition of the property 


Section 


loss sale or other 


Adjusted basis 
is ordinarily cost of the property less de- 
preciation allowed or allowable. Determin- 
ing the amount of the loss is comparatively 
simple when a specific asset is completely 
The deductible loss is the ad 
justed basis of the asset less any insurance 
or other The fair 
market value of the asset has nothing to do 
with the computation of the except 
insofar as it affects the amount of the in- 
Surance recovery 


destroy ed 


compensation received 


loss 


Complications arise when property is par 
tially destroyed or damaged. It then becomes 
necessary to ascertain the proportionate part 
of the adjusted basis that is deductible. As 
stated in G. C. M. 6122, VIII-2 CB 115, the 
rule for determining loss on partially de- 
stroyed property is that the deductible loss 
is the same percentage of the depreciated 
cost (adjusted basis) which the destroyed 
portion is of the entire property 


The loss percentage to be applied to the 


depreciated cost can be 


developed on the 
basis of the relationship of the loss at fair 
market value to the total fair market value 
of the property the casualty. As a 
practical matter this that the fair 
market value of the property both before 


and after the casualty has to be determined. 


before 


means 


The difference between the two values rep- 
For 


example, assume that prior to the hurricane 


resents the loss at fair 


market value. 
an uninsured building has an adjusted basis 
of $10,000 and a value of $16,000. After the 
hurricane the building has a value of $12,000 
The loss percentage is, therefore, 25 per cent 
($4,000 $16,000) and the deductible loss 
is $2,500 (25 per cent of $10,000). 


‘Jsabelle B. 
TCM 178 (1950) 
2 Smith v. Commissioner, 37-1 vusr« 
F. Supp. 377 (DC N. H.); 
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This formula is not used in many 
probably because of the practical difficulty 
of obtaining credible evidence of the fair 
market value of property immediately before 
the casualty. Ordinarily an 
thought of after the 
and the property 
damaged 


Cad5eS, 


appraisal is 
has occurred 
destroyed or 
If market values before and after 
the hurricane are not available, the taxpayer 
will have to compute the 
under other 


casualty 


has been 


loss 
method. In 
must be 
amount of the 


percentage 


some any event, 


the taxpayer prepared to 
that the claimed 
not exceed the adjusted basis applicable to 


the portion of the 


prove 
ioss does 
property destroyed 
Some cases have been decided without re 
sort to a formula. Casualty losses have been 
allowed using the cost of repairs as a meas 
ure of loss.’ If the cost of 
on by the taxpayer as a 


repairs is relied 
measure of loss, 
careful compliance with the conditions speci- 
fied by the Tax Court as a prerequisite to 
acceptance ot! loss 
that the 
cost of the 
property, (b) that 
such repairs did not care for more than the 
damage, (c) that the amount paid for re- 
pairs was not excessive and (d) that the re- 
pairs did not the 
property just 


repairs aS a measure oO! 
The 


must 


is essential. conditions are 


evidence show (a) the 


necessary repairs to the 


increase value of the 
prior to the 
repairs aS a measure 
of the casualty loss leads to difficult ques 


over its value 


casualty. Reliance on 
tions of opinion as to where repair expense 
ends and capital improvement begins 


Nonbusiness Property of Individuals 


The rules for determining the amount of 
loss on nonbusiness property differ from the 
rules discussed previously pertaining. to 


The 


loss on 


losses on business property 
of the deductible hurricane 
business property is the 
market adjusted basis 
of the property, whichever is less, 
other 
contrast, tor 


amount 
non- 
actual property loss 
at fair value or the 
reduced 
by any insurance o1 compensation 
received. In 
the adjusted 
property destroyed, reduced by any 
other 


value is 


business prop- 


the 
insur- 


erty loss is the basis of 
ance or 


market 


compensation received. Fair 


losses of busi- 


ignored im 


ness property except used 
in partial losses to determine the loss per- 
centage to be applied to adjusted basis 
example, that property 


value of and an adjusted 


insOlar as it 1s 


For 
assume having a 
$750 basis of 
CCH Dec. 11,767, 44 BTA 173 (1941); W. F. 
Harmon, CCH Dec. 17,196, 13 TC 373 (1949). 

* Helvering v. Owens and Obici v. Helvering, 
39-1 ustc { 9229, 305 U. S. 468. 
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$1,000 is completely destroyed. The de- 
ductible loss for business property is $1,000; 


the deductible loss for nonbusiness prop- 
erty is $750. 


The the treatment of 
business and nonbusiness losses stems from 
the fact that depreciation is not deductible 
on nonbusiness property. Code Section 165(b) 
provides that the basis for determining the 
amount of the deduction for any loss shall 
be the adjusted 


inconsistency in 


basis. Adjusted basis is 
ordinarily cost of the property less depreci- 
ation allowed or allowable. Since deprecia- 
tion is not allowed on nonbusiness property 
for tax purposes, the adjusted 
usually original cost. 


basis is 


The Fourth Circuit Court of Appeals de- 
cision in the Obici case* contains the fol- 
lowing language: 


“Non-business property is consumed or 
worn out by use, just as is business prop- 
erty; but the depreciation resulting from use 
is not allowed as a deduction because it is 
in the nature of a personal and not a busi- 
ness expense. When such property is de- 
depreciation by use, the loss 
is manifestly not the original cost of the 
property but its value at the time of de- 
struction; and it is not reasonable to sup- 
that intended to 
deduction in excess of actual loss.” 


stroyed after 


pose Congress 


permit 


This decision was affirmed by the United 
States Supreme Court in the Owens-Obici 
case® and it is now settled that a casualty 
loss of is limited to 
the value of the property loss where value is 
less than adjusted basis. 


nonbusiness property 


The above principles also apply in the 
case of the partial destruction of nonbusi- 
ness property. The taxpayer can deduct 
the loss at fair market value, but not in an 
amount in excess of the adjusted basis of 
the entire property. For example, assume 
that an uninsured residence had an ad- 
justed basis of $10,000 and a value of $16,000 
before the hurricane; after the hurricane the 
residence has a value of $12,000. The de- 
ductible loss is $4,000. In contrast, if the 
building had been business property the de- 
ductible loss would only be $2,500 (25 pet 
cent of $10,000), as explained previously in 
business 


the discussion ot property 


‘ Helvering v. Obici, 38-2 ust« 
(2d) 431 

+ Cited at footnote 3. 

*G. C. M. 21013, 1939-1 CB 
G. C. M. 16255, XV-1 CB 115 

‘Willard T. Burkett, CCH Dec. 18,581(M), 
10 TCM 948 (1951); and cases cited at footnote 2 


{ 9360, 97 F 
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In cases of partial destruction it is simple 
enough to say that the taxpayer can deduct 
the fair market value of the portion of the 
property destroyed. Determining this fair 
market value, however, is not so simple. 
In some cases the courts have taken a 
realistic view and allowed the taxpayer to 
deduct the cost of the repairs.’ The rea- 
soning apparently is that the repair cost is a 
reasonable measure of the fair market value 
of the loss. Repairs which go beyond 
merely restoring the property to its former 
condition run the risk of being disallowed 
to the extent they are capital improvements. 


In determining the allowable casualty loss 
on nonbusiness property of an individual, 
Internal Revenue Service rulings * and sup- 
porting court decisions’ lay down the tax 
principle that the land and improvements 
(including trees and shrubbery) should be 
considered an integral, inseparable part of 
the entire property and no separate basis 
should be apportioned thereto. For example, 
if trees having a value of $400 are de- 
stroyed and the adjusted basis of the entire 
property is $10,000, the deductible loss is 
$400 even though it can be shown that the 
adjusted basis of the trees is only $200. 


Individual taxpayers will, therefore, be 
entitled to deduct the fair market value of 
destroyed shade or ornamental trees stand- 
ing on residential or other nonbusiness prop 
erties. The United States Department of 
Agriculture has published an unofficial guide” 
(approved by the Internal Revenue Service) 
to assist the taxpayer in determining the 
deductible casualty loss for damage to such 
trees. The figures are based on replace- 
ment value for trees up to ten inches in 
diameter and on the basic value as a tree 
for trees ten inches or more in diameter. 

Replacement value only: Per inch 


$10 


3-6” diameter 15 


1-3” diameter 


6-10” diameter 20 
Basic value as a tree only (where 
replacement is not feasible): 
10-20” diameter bn 
20-35” diameter 


2: 
3 


35” and over : 

*G. C. M, 21013, 1939-1 CB (Pt. 1) 101; Rey 
Rul. 54-85, L. R. B. 1954-10, 6. 

* Harry J, Grant, CCH Dec. 8613, 30 BTA 1028 
(1934); Whipple v, U. 8., 1 uste | 304, 25 F. (2d) 
520 (DC Mass., 1928). 

” The Small Timber Owner and His Federal 


Income Tax (Agricultural Handbook No, 52. 
February, 1953). 
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United Press Photo 


Rain-soaked tobacco is being examined after a tobacco warehouse in Wallace, 
North Carolina, was razed by Hurricane Hazel last October. 


The actual value of the tree may differ 
from that indicated above by reason of the 
relation of the tree to the house, garden or 
landscape scene; by reason of the hardiness, 


age or physical appearance of the tree; or 
The handbook 
further suggests that if the tree is replaced 
by another tree, the replacement cost, if 
reasonable, will probably be accepted as the 
measure of loss. 


by reason of prior injury 


TIME TO DEDUCT LOSS 


Section 165(a) of the Code states: “There 
shall be allowed as a deduction any loss 
sustained during the taxable year and not 
compensated for by insurance or otherwise.” 


Ordinarily the loss is sustained in the year 
in which the hurricane caused the damage, 
not in the year in which the damage is re- 
paired.” The belief of some that the year of 
the repair is the year of the loss stems from 
a misinterpretation of certain court cases ™ 
holding that the cost of the repair in some 
instances is the measure of the loss. The 
measure of the loss may occur in the subse- 
quent year, but it is applied back and treated 

" Alfred M. Hickman, CCH Dec. 19,416(M), 


12 TCM *A (1953), aff'd, 53-2 ustc { 9583, 207 
F, (2d) 460 (CA-4) 
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as the loss sustained in the taxable year in 
which the hurricane actually occurred. This 
is true even though the taxpayer files his 
return on the cash basis; the loss is deducti- 
ble in the year of the casualty regardless of 
when he pays the repair bill. If the tax- 
payer intends to use repairs as the measure 
of loss and the amount of the repair bill is 
not known at the time the tax return is 
filed, an estimated amount may be deducted 
on the return. When the cost of repairs is 
subsequently ascertained, an amended re- 
turn can be filed correcting the estimated 
loss previously claimed. 


The Commissioner has consistently fol- 
lowed this general rule and contended that 
losses are deductible in the year the hurri- 
cane or other casualty occurred.” How 
ever, the courts have developed two principal 
exceptions to the general rule. An excep- 
tion has been made when the extent of the 
physical loss did not become known until 
a year subsequent to the actual occurrence 
of the casualty. A second exception has 
been made in cases where the amount of 
the insurance recovery did not become known 
until a subsequent year due to the fact that 
the insurance company denied any liability 


® Cited at footnote 2. 
% Regs. 118, Sec. 39.43-2 
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Extent of Loss 
Not Immediately Ascertainable 


The first exception is of recent origin. It 
will sometimes be impossible to ascertain 
the extent of the damage in the year of the 
hurricane; in fact, the taxpayer may not be 
aware that he has suffered any loss at all. 
Under these circumstances the courts have 
recently allowed the taxpayer to deduct the 
loss in the year in which the extent of the 
physical loss can be ascertained. 

In the Burkett case," decided by the Tax 
Court in 1951, the taxpayer’s summer resi 
dence was damaged by a hurricane in 1944. 
High tides and heavy rain weakened the 
posts supporting the residence. In 1946 the 
house began to buckle when the posts 
settled and shifted. The house was com- 
pletely reposted in 1946 and the court held 
that the cost of reposting was deductible as 
a casualty loss in 1946. The damage was the 
result of the 1944 hurricane but the extent 
of the loss was not ascertainable until 1946. 


A similar exception was made in the Bar- 
ret case,” decided by the Fifth Circuit Court 
of Appeals in 1953. freezes and 
storms in the winter of 1943-1944 damaged 
trees on taxpayer’s residence. A tree expert 
hired by the taxpayer thought that the trees 
could be saved, but in 1946 it became neces- 
sary to remove them. The court allowed 
the deduction in 1946 on the theory that al- 
though the injury occurred in 1943-1944, the 
loss was not ascertainable until 1946, 


Severe 


to be confused with 
situations in which the extent of the physi- 
known but the 
of damage is not 


These cases are not 
cal loss is dollar 
known at the 
which the 


amount 
end of 
hurricane occurred. 
In the latter case the general rule is followed 
and when the dollar amount of the loss is 
back 


year in 


the year in 


relates 
deductible in the 
cane occured 


determined it 


and the loss 1s 


which the hurri- 


insurance Recovery in Later Year 


Che been made 
where insurance is involved and the insur- 
company liability. A 
dispute amount of the 


second exception has 


ance denies mere 


over the liability 


does not fall within the exception; there 


4 Cited at footnote 7 

6% U, 8. v. Barret, 53-1 usr 
804, aff'g 52-1 { 9243, 
(DC La.). 

% Allied Furriers Corporation, CCH Dec. 7229, 
24 BTA 457 (1931); Rose Licht, CCH Dec. 10,062, 
37 BTA 1096 (1938); Harl R. Harwick, CCH Dec. 
17,230(M), 8 TCM 895 (1949), aff'd, 530-2 usrtc 
{ 9483, 184 F. (2d) 835 (CA-5). 


{ 9284, 202 F. (2d) 
102 F. Supp. 956 


UsT¢ 
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must be a denial of any liability. A ser- 
ies of court cases “ have held that the cas- 
ualty loss, net of the insurance recovery, is 
deductible in the year the insurance claim is 
settled. Here again the Comissioner has 
consistently contended that the net loss is 
deductible in the year the casualty occur- 
red.” However, the exception now appears 
to be well established. 

In the Jeffrey case,* decided by the Tax 
Court in 1953, personal property valued at 
$1,200 was destroyed by a fire in 1941. The 
property was insured for $1,000 but the 
insurance company denied liability until 
1948, when it settled the case and the tax- 
payer received $127.84. The court allowed 
the taxpayer to deduct the net loss in 1948. 
As an alternative contention, the Commis- 
sioner argued that any loss determined in 
excess of the maximum insurance coverage, 
$1,000, was sustained in 1941. The court 
also held for the taxpayer on this point on 
the ground that in the year the casualty 
occurred the taxpayer did not know whether 
he would collect any insurance or not and, 
hence, the amount of the loss was unascer- 
tainable until the year of the settlement. 


Where the insurance company does not 
deny liability, the general rule should be 
followed and the hurricane loss, less any 
insurance recovery, should be deducted in 
the year the hurricane occurred. 


Practical Approach 


In cases which fall within the two ex- 
ceptions described above, the taxpayer can 
avoid dispute with the Internal Revenue 
Service by deducting the loss in the year of 
the casualty. However, where a material 
tax saving is involved the taxpayer should 
probably deduct the loss in the later year 
when the extent or amount of the loss is 
ascertained. A third course of action is 
open to taxpayers when the insurance re 
covery is in dispute. It may be to the 
taxpayer’s advantage to deduct the gross 
loss in the year of the casualty and report 
the insurance as income in the subsequent 
year of the insurance recovery.” This may 
work to the taxpayer’s benefit when the 
taxpayer’s income and tax rate vary in 
the years involved. The third method has 





"T. B. R. 55, 1 CB 123 (1919). 

% Charles F. Jeffrey, CCH Dec. 
TCM 534 (1953). 

”% Highway Trailer Company, CCH Dee. 8175, 
28 BTA 792 (1933), rev'd, 4 § 1328, 72 F. 
(2d) 913 (CCA-T7, 1934). 


19,672(M), 12 


usT¢ 





a further advantage in that it is generally 
advisable to claim a casualty loss in the 
earliest possible year in order to avoid losing 
the deduction through the operation of the 
statute of limitations However, recent 
amendments to the Internal Revenue Code” 
have reduced the possibility of losing the 
deduction through the the 
statute of limitations 


operation of 


TREATMENT ON TAX RETURN 


The manner of deducting the casualty loss 
on the tax return will depend upon whether 
the taxpayer is a corporation or an individual 


Corporations 


months or less 
is the subject of a casualty loss, the loss 
is deductible as an deduction. 
Under Section 1231 of the Code, special 
treatment is accorded a casualty loss sus- 
tained on an held for more than six 
months which is a capital asset or property 
used in the trade or business, as defined in 
1231. 
be netted 
from 


If property held for six 


ordinary 


asset 


Section Such casualty losses must 
against gains and 


involuntary 


losses arising 
certain 
from the 
used in 


and 
sale or exchange of other property 
the trade or 


conversions 


business. If there is 
a net gain on these combined Section 1231 
transactions, the gain is taxed as a capital 
gain; if there is a net loss, the loss is an 
The tax benefit of the 
casualty loss will, therefore, be diluted if 
there is a the combined Sec- 
1231 To illustrate, as- 
sume that in 1955 the corporation sustains 
a hurricane loss of $5,000 and sells a building 
at a profit of $8,000. The net gain of $3,000 
will be taxed at capital gain rates. It would 
be to the corporatidn’s advantage to defer 
the sale of the building until 1956 so that it 
would have an ordinary deduction of $5,000 
in 1955 and a capital gain of $8,000 in 1956. 


ordinary deduction, 


net gain on 


tion transactions. 


Individuals 


The rules applicable to corporation losses 
also apply to casualty losses on. business 
and nonbusiness property of individuals. If 
the combined Section 
sult in a 


1231 transactions re- 
net gain, the gain is taxed as a 
capital gain; if there is a net loss, the loss 
is an ordinary deduction. The net loss is 
fully deductible in computing adjusted gross 


income if the loss was sustained on business 
property.” 


*” Secs, 1311-1314 
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In the case of nonbusiness property, how- 
ever, the net loss is deductible from ad- 
justed gross income. This will be the tax 
treatment applicable to most individual tax- 
payers. Most individuals will not have any 
business property and their only Section 
1231 transaction will be the casualty loss on 
nonbusiness property. The casualty loss is, 
therefore, deductible from adjusted gross 
income. In computing the deductions from 
adjusted gross income, an individual tax- 
payer has the choice of itemizing his non- 
business deductions or using the optional 
standard deduction (10 per cent of adjusted 
gross income, but not more than $1,000). 
Therefore, when the optional standard de- 
duction is greater than the itemized deduc- 
tions, the taxpayer gets no tax benefit from 
the casualty loss. An interesting exception 
occurs when an individual’s combined Sec- 
tion 1231 transactions (including a casualty 
loss on nonbusiness property) result in a 
In this case the individual gets a 
deduction for the casualty loss by way of 
offsetting it against the Section 1231 gains 
and he is 


net gain. 


free to 
standard deduction. 


also use the optional 


When Casualty Results in Gain 


In some the in- 


the adjusted 
destroyed the 
result in a taxable gain. If 
the gain is on property held for six months 
As in 
losses, a casualty gain 
on an asset held for more than six months 
which is a capital asset or property used in 
the trade or 


instances the amount of 


surance recovery exceed 
the 


will 


may 


basis of 


property and 


casualty 


or less, the gain is ordinary income. 
the case of casualty 


business must be merged with 
other Section 1231 transactions. If there is 
a net gain on the combined transactions, the 
gain is taxed as a capital gain; if there is a 


net loss, the loss is an ordinary deduction. 


Code 
certain 
elect 
casualty. 


Section 1033 provides 
circumstances the 
not to recognize the 


For 


proceeds are 


that under 


taxpayer may 
the 


insurance 


gain trom 

example, if the 
expended in the acquisition 
of other property similar to the property de 
stroyed, the gain will not be 


if the taxpayer so elects. In 


recognized 
order to qual- 
ify for this relief the replacement property 
must be purchased during the period ending 
one year after the close of the taxabl 
in which the insurance proceeds are re- 
The drawback to this relief provi- 
that the the replacement 
property must be reduced by the amount of 


yea! 


< eived 


sion 1s basis of 


*% Code Sec. 62 
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United Press Photo 


Torn from its foundation, a 
cottage lies across the road at 
Stonington, Connecticut, where 
Hurricane Carol struck with violent 
force August 31, 1954. 


Where 
property is destroyed, it may be to the tax- 
payer’s advantage to recognize the gain and 
pay a tax at capital gain rates and get a 
full depreciation deduction on the replace 
ment property. 


the gain not recognized. business 


INSURANCE OR OTHER 
COMPENSATION RECEIVED 


Code Section 165(a) provides that casual- 
ty losses of are deductible from 
extent they are not 
compensated for by insurance or otherwise. 


taxpayers 
income to the 


gross 


Where nonbusiness property is the subject 
of a casualty, the Commissioner has ruled * 
that other compensation 
received must be applied to the amount of 
the casualty determined, 
whether measured by the fair market value 
of the property destroyed or limited to the 
adjusted property. For ex- 
ample, a personal residence valued at $18,000 
totally destroyed by casualty The 
adjusted basis of the residence was $10,000 
The 
adjusted basis of 
$7,000 insurance received, 
The Commissioner presents the 


any insurance or 


loss otherwise 


basis of the 
was 


and $7,000 of insurance was received. 
loss is limited to the 
$10,000 less the 
or $3,000 

21. T. 4032, 1950-2 CB 21 


' Case cited at footnote 18 
*% Regs. 118, Sec. 39.112(f)-1(c) (8). 
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following example in the case of partial de- 
struction: An automobile used for nonbusi- 
ness purposes cost $3,000 and had a value 
of $1,000 immediately preceding the casual- 
ty. The value of the car was $100 after 
the casualty and the insurance recovered 
was $700. The deductible $200 
($1,000 $100 $700). 


loss is 


In computing the deductible casualty loss, 
the amount of any insurance recovery may 
be reduced by the cost of legal expenses 
incurred in obtaining the insurance recovery.” 


A distinction should be made between use 
and occupancy insurance and property in- 
surance, such as fire and extended coverage. 
Amounts received as property insurance 
reduce the deductible casualty loss on the 
property destroyed. Use and occupancy 
insurance, on the other hand, is usually com- 
pensation for the loss of profits which might 
have been received had the casualty not 
occurred. The proceeds of such insurance 
are ordinary income and do not affect the 
casualty loss deduction.“ However, where 
amounts received under a use and occupancy 
policy actually represent compensation for 
the loss of valuable property rights, the 
proceeds may be treated the same as prop- 
erty insurance. This will generally be the 
case where the insurance policy provides 
for the payment of a flat amount per day 
rather than an amount profits 
actually lost.” 


based on 


Code Section 165(a) speaks of losses not 
compensated for by 


” 
wise, 


insurance “or other- 
The Commissioner has ruled™ that 
amounts paid by an employer to employees 
for the rehabilitation of the employees and 
their families, 
sustained 


who were injured or 
damages to 


who 
property as a 
result of a tornado, are not taxable income 
to the employees. However, to the extent 
represent 
or replacement of 
destroyed, the loss deduction 
should be reduced. The 
Commissioner has also ruled™ that cash or 
property received from the Red 
purpose of restoring or re 
property which was lost or 
damaged in a casualty should be applied to 
reduce the Food, 
supplies forms of 


their 


the amounts reimbursement for 


property 
casualty 


damaged o1 
correspondingly 


American 
Cross tor the 
habilitating 
casualty loss. 
and 


medical 


other subsistence 


which are not replacements of lost property 
do not reduce the casualty loss nor are they 
taxable income. 


*Williams Furniture Corporation, CCH Dec 
12,199, 45 BTA 928 (1941), 

* Rev. Rul, 131, lL. R. B. 1953-15, 7. 

7 Special Ruling, May 11, 1952 








Insurance recoveries sometimes raise 
problems as to the year in which the loss 
is deductible. These problems are discussed 
in the section of this article dealing with 
time to deduct the loss. A gain may result 
if the insurance recovery exceeds the ad- 
justed basis of the property destroyed 
This question is discussed under the head 
ing “Treatment on Tax Return.” 


BURDEN OF PROOF OF LOSS 


The burden of proof is on the taxpayer 
to prove the fact of his property loss in the 
taxable year and the amount of the loss. 
Each taxpayer should be prepared to prove 
the direct damage to his property resulting 
from the hurricane Evidence of the loss 
should be assembled as quickly as possible 
Photographs of the property before and 
after the hurricane will be pursuasive in 
proving the fact of the loss. Newspaper 
articles and pictures showing the extent of 
the loss in the general vicinity will also be 
helpful 


Affidavits, depositions, appraisals or written 
estimates should be obtained at once from 
competent real and personal property ap- 
praisers, engineers, architects or other local 
experts who are qualified to judge and at- 
test to the value of the property before and 
after the hurricane If reconstruction is 
required, written bids should be obtained 
from building contractors. Where shade or 
ornamental trees have been damaged ot 
destroyed, an estimate of the cost of repair- 
ing or replacing the trees should be obtained 
from nurserymen or tree experts. 


As previously explained, some courts have 
held that the cost of repairs will be a 
cepted as the measure of loss where the 
repairs are reasonable in amount and merely 
restore the property to its former condition 
without adding to the value or useful life of 
the property Accordingly, expeditures for 
repairing damage, removing trees, clearing 
debris, etc., should be supported by canceled 
checks, receipted bills, job orders or similar 
evicde nce 


Since the deductible hurricane loss is 
generally limited to adjusted basis, the tax- 
payer should be prepared to prove the ad- 
justed basis of the damaged property. The 
original cost of the property should be evi- 
denced by a purchase contract, deed or other 
document. Subsequent improvements to the 
property of a capital nature should be sup- 


* CCH Dec. 20,599(M), 13 TCM 944. 





ported by checks, vouchers, bills or other 
evidence. In the case of business property, 
the reduction in basis attributable to de- 
preciation allowed or allowable in prior 
years should be supported. 


The courts have recognized that as a 
practical matter the taxpayer sometimes will 
not have preserved all of the detailed rec- 
ords necessary to prove his loss with mathe- 
matical exactness. In such cases the courts 
have permitted an estimated amount to be 
used as the adjusted basis or fair value of 
the property destroyed. However, the tax- 
payer should not rely on these cases to such 
an extent that he fails to prove his loss. 
He still must offer substantial proof of the 
basis or value. Any estimated amount al 
lowed is likely to be less than the actual 
loss sustained. In the recent case of Oceanic 
Apartments, Inc.™ decided by the Tax Court 
on October 11, 1954, the taxpayer claimed 
hurricane losses of $52,000 and $34,000 in 
1947 and 1948, respectively. The court 
found that the taxpayer had not sustained 
its burden of proving the amount of the loss. 
However, the court was satisfied that the 
taxpayer had suffered some losses and it 
allowed deductions of $10,000 and $5,000 for 
the two years. 


The deductible hurricane loss must be re- 
duced by the net salvage value of any dam- 
aged property. The net salvage value is the 
amount realized from the sale or other dis- 
position of the property less the cost of 
demolishing, dismantling and removal. Sal- 
vage value may be determined by manage- 
ment on the basis of experience or, more 
preferably, by obtaining independent ap 
praisals or offers to purchase, or by actual 
sale of the property. If an estimated salvage 
value is used in computing the casualty loss, 
it will generally not be necessary to adjust 
the loss because the actual salvage realized 
in a subsequent period varies from the 
estimate. The difference between the esti- 
mated and the actual salvage, if not signifi- 
cant, can be considered an ordinary year-end 
overlapping item under the regulations.” 


In short, therefore, a taxpayer should be 
prepared to support a claim for a casualty 
loss deduction with evidence showing: 


(1) The nature of the incident constituting 
the alleged casualty; when the casualty oc- 
curred; and that the loss occurred as a 
proximate result of the casualty. 

(2) A description of the damaged property 
and its location. 


” Cited at footnote 13. 
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(3) That the taxpayer is the owner of the 
property 

(4) The cost or other adjusted basis of 
the property. 

(5) The fair market value of nonbusiness 
property immediately before and after the 
casualty 

(6) Salvage value. ' 


(7) Insurance or other compensation re- 
ceived. 


DEDUCTIBILITY 
FOR STATE INCOME TAX PURPOSES 


The treatment of casualty losses for state 
income tax purposes is beyond the scope of 
this article. In general, state income tax 
laws and regulations follow the federal 
law with respect to the deduction of casualty 
losses on business and nonbusiness prop- 
erty. However, because of variations in the 
income tax laws and regulations of different 
states, the taxpayer should ascertain the 
rules applicable in his particular state. 

In the case of business property, the tax 
basis may vary if different depreciation rates 


have been used for state and federal tax 
purposes. Although most states will allow 
individuals to deduct nonbusiness casualty 
losses, some of these states may not be in- 
clined to follow federal decisions and rulings 
in determining the amount of the casualty 


loss 


CONCLUSION 

In this era of high tax rates it is essential 
that taxpayers take advantage of every 
available deduction. Victims of the recent 
hurricanes will be able to recoup a part of 
their economic loss to the extent they are 
successful in obtaining a hurricane loss 
deduction for tax purposes. Unfortunately, 
some taxpayers are going to realize too late 
that they have failed to assemble informa- 
tion adequate to support the claimed de 
duction. Although the rules for determining 
the amount and time of the deduction may 
baffle the layman, the principal problem is 
one of proof. If the taxpayer falls down in 
the vital task of proving his loss, questions 
of amount and time become academic be- 
cause the deduction will be disallowed. 


[The End] 


NEEDED: TAX LAW CHANGE TO AID LOCAL BOND SALES 


Investors and potential investors in 
the bonds of state and local govern- 


ments are largely unaware of the 


range of governmental units whose 
bonds are on the market. There are 
more than 60,000 such issues available 
—too many for anyone to become 
familiar with and invest in with con- 
fidence. Yet, such bonds are attrac- 
tive because they are tax-exempt, and 
many are prime risks. 


How can the borrowers and the 


investors be brought face to face, 
when the former know little of the 
market and, in thousands of instances, 
the latter have never heard of the 
cities and towns seeking funds? Presi- 
dent Eisenhower took note of the 
dilemma in his Economic Report to the 
Congress this year and suggested a 
solution——“the establishment of a type 
of investment trust which would 
specialize in the securities of State 
and local governments, including their 
revenue bonds.” 

The trouble with that solution is 
that federal tax law trips it up: Al 
though the interest on the bonds 
would be tax-free income to the trust, 
it would be taxable when passed on 
to the investors in the form of divi- 
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dends on the securities of the trust 
To remove this difficulty, the Presi- 
dent suggested: “To make the shares 
of such companies attractive to indi 
vidual investors, the Congress should 
revise the tax laws so as to permit a 
regulated investment company, hold- 
ing the bulk of its assets in the form 
of tax-exempt securities, to pass 
through to its shareholders the tax- 
exempt status of the income received 
on such securities.” 

There has been recently added to 
the President’s suggestion a proposal 
by the Business Committee on Na 
tional Policy of the National Planning 
Association to “those who have 
sponsored or might sponsor diversi- 
fied investment funds that they take 
steps to bring one or more funds 
specializing in the securities of state 
and local governmental 
into existence.” 


authorities 


The NPA proposal was predicated 
upon the enactment of the tax law 
change suggested by the President. 
The stakes are high—much higher 
than mere tax-exempt profits for in- 
vestors. Main Street, U. S. A., needs 
billions of dollars worth of schools, 
hospitals and highways. 
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To Obtain Full Advantage of Section 631, Timber 
Properties Should Be Held by an Individual, Joint 


Venture or Partnership Rather than by a Corporation 


Taxation of Income from Timber 


f) Yereee ARTICLE will discuss only the 
taxation of income realized from timber 
lands Income from the manufacture of 
lumber products is taxed like income from 
any other manufacturing operation; only in 
come attributable to the value of the standing 
timber is taxed differently. The integrated 
producer who owns both standing timber 
and mills will separate the income attribut 
able to the standing timber from his other 
income for federal income tax purposes 


Income may be derived from standing 
timber in various ways The owner of 
timberland may cut timber himself for sale 
or for use in his own pulp, sawmill, or other 
business If the owner does not cut the 
timber himself, he may realize income by 
selling the timberland outright for a fixed 
sum, by granting to a timber operator the 
right to cut all or part of the timber pres- 
ently on the land for a fixed sum, or by 
granting to a timber operator the right to 
cut timber presently on the land for a cer 
tain royalty per thousand board feet of 
timber cut or for a percentage of the pro 
ceeds from the timber cut. 

Since timber by its nature is different 
from either an annual crop or a mineral ex 
tracted from the ground, the Treasury and 
the Congress have not found it appropriate 
to tax the producer of timber in the manner 
that farmers are taxed or in the exact man 
ner that producers of minerals are taxed 
If a farmer cuts asparagus, picks apples or 
harvests wheat this year, there will be new 
asparagus or apples or wheat next year, but 
timber does not replace itself so quickly 


‘These regulations are presently effective 


insofar as they are consistent with the 1954 
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See Ernest A. Watson v. Commissioner, 53-1 
ustc § 9391, 345 U. S. 544, 552, where the 
Supreme Court distinguished timber from 
unharvested crops and other annual or 
short-term products. On the other hand, 
timber does in time replace itself, whereas 
minerals are never replaced, and timber is 
located above the ground and is relatively 
easy to discover, whereas minerals gen 
erally are not. 


Cost Depletion 


Notwithstanding the fact that timber will 
replace itself over a period of time, the 
period of regrowth is so long that timber 
has been treated as a wasting asset for pur- 
poses of depletion, like oil and gas and 
other minerals. To enable an owner of an 
interest in a timber property to recoup his 
investment in the standing timber tax free 
out of the proceeds from the timber cut, 
Congress has authorized a reasonable allow- 
ance for depletion based on cost, beginning 
with Sections 214 and 234 of the Revenue 
Act of 1918, and continuing through Sec- 
tion 23(m) of the Internal Revenue Code of 
1939 (hereinafter sometimes called the “old 
Code”) and Section 611 of the 1954 Code. 
The owner of timber property may offset 
against his income from disposal of the 
timber such part of his cost basis in the tim- 
ber property as is allocable to the timber cut. 
Detailed rules for computing cost depletion 
are set forth in Regulations 118, Section 
39.23(m)-20-28. Since a taxpayer is not 
entitled to claim depletion on the value of 
the land itself, he must, for tax purposes, 


Code, but they will be succeeded by new regu- 
lations under the 1954 Code. 
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By JAMES R. ROWEN, Attorney 
Ryan, Askren & Mathewson, 
Seattle, Washington 


apportion the value of the timber property 
between the timber and the land. See 
Regulations 118, Section 39.23(m)-20. 

Any person who owns an 
terest in timber properties is 
claim cost depletion 
much 


‘ 


economic in- 
entitled to 
There has not been 
over the concept of an 
applied to timber 
depletion, but since Congress has lumped 
timber with oil and gas and other minerals 
in one Code section for purposes of cost 


litigation 


4 ” 
economic interest as 


depletion, the concept of an economic in- 
terest as applied to oil and gas also applies 
to timber See 118, Section 
39.23(m)-1(b). Any person who has acquired 
by investment an interest in standing tim 
ber and who must 


Regulations 


look to the cutting of 
the timber to recoup his investment therein 
is entitled to cost depletion. The owner of 
timber properties, the owner of a right to 
cut timber, the owner of a timber royalty 
and the owner of a right to receive a fixed 
payment solely out of the proceeds from 
the cutting of timber are all entitled to 
claim cost depletion. 

Congress has never accorded to timber 
the discovery value or percentage depletion 
accorded oil and gas and other minerals; 
Congress apparently felt that since it is 
not difficult or hazardous to explore for 
timber no special incentive is necessary to 
cause its discovery. 


Capital-Gain Treatment 


The rules relating to cost depletion deter- 
mine the amount of gain that a taxpayer 
realizes on the disposal of timber, but not 
the character of such gain. While 
has not much controversy 


there 


been over the 
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computation of the cost-depletion deduction 
for timber, there has been considerable con- 
troversy over the character of the gain as 
capital gain or ordinary income. It is 
appropriate here to examine the history of 
this controversy. 


Prior to 1944 there were no express statu- 
tory provisions pertaining to the characte 
of gain from disposal of timber. The matter 
was controlled by the general Sections 22(a) 
and 117 of the 1939 Code, which correspond 
to Sections 61, 1221 and 1222 of the 1954 Code. 


Where a taxpayer sold his entire interest 
in a timber property, or a fractional part 
a purchaser for cash, his gain 
was treated as capital gain, provided that 
he held the property for six months and 
that he did not hola the property for sale 
to customers in the ordinary course of his 
trade or still the rule 
Where the timber property is held for in 
vestment, the capital gain under 
Sections 1221-1222 (formerly Section 117(a)), 
and where the timber property is used in 
taxpayer's 


there« rf, to 


business. This is 


gain 15S 


business, the 
capital gain under Section 1231 


trade or gain is 


(formerly 


Section 117(j)), it being assumed in the 
latter case that Section 1231 gains ex- 
ceed Section 1231 losses. The same rule 


probably also applies where a 
owner 


timberland 
interest in timber 
land, or a fractional part 
thereof, for cash, notwithstanding the fact 
that he retains the fee Ct 2. 5a 
IX-1 CB 199, and G. C. M. 12118, XII-2 
CB 119, where the Internal Revenue Service 
ruled that a landowner may realize capital 
gain on an outright 
minerals on the 


sells his entire 


presently on the 


his interest in 
land, notwithstanding the 
fact that he retains the fee 


sale of 


Where, prior to 1944, a taxpayer cut tim 
ber that he owned or had a contract right 
to cut, his income when he eventually sold 
the timber or the products manufactured 
therefrom was definitely ordinary income 


Where a 


operator, by lease or 


timber 
otherwise, the right 
for a period of time to cut all the timber 
on the land, reserving to himself a royalty 
per foot of timber cut, the law prior to 1944 
was never finally settled as to whether the 
taxpayer's gain capital or 
income. In several cases the government 
argued that the taxpayer had sold the 
timber in the ordinary course of his business 
and that his gain was therefore ordinary 
income, but the lost most of the 
cases on the issue. See John W. Blodgett, 
CCH Dec. 4539, 13 BTA 1388 (acq.); Estate 
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taxpayer granted to a 


was ordinary 


Service 





of M. M. Stark, CCH Dee 
882 (nonacq.); U. S 
9562, 129 F. (2d) 297 (CCA-5); and Jsaac 
Peebles, CCH Dec. 14,536, 5 TC 14 (acq.); 
also see Camp Manufacturing Company, CCH 
Dec. 13,802, 3 TC 467 (acq.); but 
missioner UV. Boeing, 39-2 usr 
(2d) 305 (CCA-9), 


In Burnet v 


I < 


12,195, 45 BTA 


Robinson, 42-2 ust 


see Com 
{ 9682, 106 F 


Harmel, 3 ustc €990. 287 
103 (1932), the Supreme Court held 


that royalties received by from the 


ordinary income 
rather than capital gain from the sale of oil 
in place 


a lessor 


usual oil and gas lease are 


Since a timber-cutting contract 


lease is similar to the 


ordinary oil and 
gas lease in that in each situation the land 
owner! operator the right to 
remove (extract or cut) the valuable prod 
uct of the 


grants to an 


land (oil or timber) tor 
period of time 


a limited 
, reserving to himself a royalty 
per unit of the product removed, it is quite 
possible that the Supreme Court would have 
held that timber 


nary mcome 


royalties 


were also ordi- 


However, the government 
apparently did not make an argument based 
on Burnet v. Harmel in the above cases, and 


the courts did not cite Burnet v. Harmel 


In 1943 the 


awoke to the 


Internal Revenue Service 


similarity between oil and 
finally instructed its 
to treat timber leases or cutting con- 


like oil 


therefrom as ordinary 


timber roy and 


alties, 
agents 
tracts royalties 
income But repre- 
timber who 
realized the seriousness of the 
promptly persuaded Congress to 
provide capital-gain treatment in this situa 
tion through enactment of Section 117(k) 
(2) in the Revenue Act of 1943 Since 
made the provisions of Section 
117(k)(2) retroactive to March 1, 1913, the 
Supreme never did pass upon the 
Harmel to the ordi- 
cutting contract. See 
, 51-2 ustc 7 9411, 98 F, Supp 


leases, and to tax 


sentatives of the industry, 
apparently 


threat, 


( ongress 


Court 
application of Burnet v 
nary timber lease or 
Boeing v. U 

581 (Ct. Cls.) 


Section 117(k), Revenue Act of 1943, 
and Section 631, 1954 Code 


Section 117(k) of 
1944 in the 


veto of 


the old Code was en 
Revenue Act of 1943 
President Roosevelt It 
was extended, in part, to coal by the Reve- 
nue Act of 1951 It has been revised in the 
1954 Code. Section 631 of the 1954 Code, 
corresponding to Section 117(k), is appli- 
cable to beginning after 
December 31, 1953, and ending after August 
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acted in 
over the 


taxable years 


May, 


1955 °@ 


16, 1954. The 


pertaining to 


provisions of Section 631 


timber are set forth below 
1954 
117(k) as applied 
to timber was the same as those 


The substantive changes made by the 


Code are in italics. Section 


portions of 
Section 631 not italicized below, except for cer 
tain minor differences in language and arrange 
ment that do not seem to affect the meat ing 


I 


“(a) Election to Consider Cutting as Sale 
or Exchange.—lf the taxpayer 
his return for a cutting 
(for sale or for use in the tax 
payer’s trade or business) during such year 


so elects on 
taxable year, the 


of timber 


by the taxpayer who owns, or has a contract 
right to cut, such timber (providing he has 
owned held such con- 
tract for a period of more than six 


months before the beginning of 
shall be 


of such 


such timber or has 
right 
such year) 

exchange 


. P 
considered as a sale or 


timber cut during such year If 
such election has been made, 
to the taxpayer shall be 
amount equal to the 


market 


gain or loss 
recognized in an 
difference between the 


fair value of 


such timber, and the 
adjusted basis for depletion of such timber 
in the hands of the taxpayer Such fair 
market value shall be the fair market value 
as of the first day of the 
such 
after be 


taxable year in 
shall there 
considered as the cost of such cut 
timber to the taxpayer for all purposes for 
Ifa 
makes an election under this sub 


which timber is cut, and 


which such cost is a necessary factor 
taxpayer! 
section, such election shall apply with re 
to all timber which is owned by the 
taxpayer or which the taxpayer has a con 


tract right to cut 


spect 


and shall be binding on 
the taxpayer for the taxable year for which 
the election is made and for all subsequent 
years, unless the Secretary or his delegate, 
on showing of undue hardship, permits the 
taxpayer to revoke his election; such revo 
cation, however, shall preclude any further 
elections under this subsection except with 
the consent of the Secretary or his delegate 
For purposes of this subsection and subsection 
(b), the term ‘timber’ includes evergreen trees 
which are more than 6 years old at the time 
severed from the roots and are sold for orna 
mental purposes 


“(b) Disposal of Timber With a Retained 
Economic Interest—In the case of the dis- 
posal of timber held for more than 6 months 
before such disposal, by the owner thereof 
under any form or type of contract by vir- 
tue of which such owner retains an economic 
such timber, the difference be 
tween the amount realized from the disposal 


interest in 


of such timber and the adjusted depletion 
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basis thereof, shall be 
it were a gain or 
on the 


considered as though 
loss, as the case may be, 
sale of such timber. In determining 
the gross income, the adjusted gross income, 
or the taxable income of the lessee, the de 
ductions 


allowable with rents 


shall be without 
regard to the provisions of this subsection.”! 
The date of disposal of such timber shall be 
deemed to be the date such timber is cut, but 
if payment is made to the owner under the 
contract before such timber is cut the owner 
may elect to treat the date of such payment as 
the date of disposal of such timber. For pur 
pose of this subsection, the ‘owner’ 
means any person who interest in 
such timber, including a sublessor and a holder 
of a contract to cut timber, 


respect to 


and royalties 


determined 


term 


owns an 


It was the intent of the Congress in en 


acting these provisions to 


development of 


stimulate the 


rorest resources by 


giving 
taxpayers an incentive to improve the value 
of timber properties held by them; to remedy 
what it felt to be the 


the increase in 


inequity of taxing 
value of timber 
period of time at 
the year the 


to place 


over a long 


ordinary income rates in 
timber is disposed of; and 
who cut thei 


under cutting 


timber owners own 


timber dispose of it con 


tracts in the same as those 
outright See 
Senate Report 627 on the Revenue Act of 
1943, eighth Congress, First Ses 
sion, 1944 CB 973, 993 The effect of Se 

tion 117(k) of the old Code and Section 631 


of the 1954 Code, in general, is to treat the 


position taxwis¢ 


who sell timber properties 


Seventy 


This sentence was first added by the Rev- 


enue Act of 1951 in connection with the exten- 
sion of Section 117(k)(2) to coal royalties; all 
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increase in the value of standing timber 
held by a taxpayer for six months or more 
as capital gain where the taxpayer cuts it 
himself, or where the taxpayer disposes of 
it under a lease or (often 
called a which he 
other economic interest. 
Section 631(a) (formerly 117(k)(1)) applies 


where the 


cutting contract 


stumpage contract) in 
reserves a royalty or 
taxpayer cuts the timber him- 
self; the difference between his basis in the 
timber and its value as of the first day of 
the year in which he cuts it is capital gain, 
and such value becomes his basis in the cut 
timber for the determining his 
income on a subsequent disposition of such 
timber. Section 631(b) (formerly 117(k)(2)) 
applies where the taxpayer disposes of the 
timber under 
which he 


purpose ot 


a lease or cutting contract in 
a royalty or 


interest. In 


reserves other eco- 
computing the six- 
month holding period under Section 631(a), 
a taxpayer’s holding period terminates as of 
the first day of the taxable year in which 
the timber is cut, but under Section 63] 
(b), the holding period generally 
terminate until the actual cutting 


One 
not itself provide 


nomic 


does not 
date 
Section 631 
income 


that 
that 
gain, but merely 
should be 
“sale” of 
Code 


determines the 


should note does 


thereunder 
that 
treated as 


is capital income 
thereunder 
from the 
the 1954 
Code) 
such 


income 
1231 of 
117(j) of the old 
taxable character of 
Under this 
generally 


timber. 
(Section 


Section 


income 


section such in- 


come is taxed as capital gain, 
except that if the recognized gains on sales 
or exchanges of property used in the trade 
(defined to include Section 631 
gains) plus the recognized gains from the 


compulsory or 


or business 


involuntary conversion of 
property do not exceed the 
nized losses from such sales, exchanges and 


certain recog 


conversions, then such income is not treated 
as capital gain. Since the effect of Section 
631 ordinarily is that the income thereunder 
is capital gain, we shall assume for the pur 
pose ol this discussion that the application 
of Section 631 results in capital gain. How 


ever, this is not invariably so 


Section 631(b) 
cation, but a 


is mandatory in its appli 
whether 
631(a) A 
elect to have Se 
to his 
value of the 


taxpayer must elect 


to claim the benefit of 


section 
will 
tion 63l(a) apply, but it 


taxpayer ordinarily 


may not be 
advantage to do so where the 


timber is less than his cost basis therein or 


where he does not dispose of the cut timber 
other nor italicized sentences derive in 


stance from the Revenue Act of 1943 


sub- 
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in the year of cutting. In 
tion, if he elects to 


the latter situa- 
Section 631(a) 
apply, he will have to pay a tax in the year 
of cutting notwithstanding the fact that he 
has not yet realized any cash income from 
the cut timber. If a taxpayer elects to have 
Section 63l(a) apply, he will be governed 
by Section 631(a) in subsequent years unless 


have 


the Secretary of the Treasury or his dele- 
on a showing of undue hardship, per- 
him to revoke his Where 
timber properties are owned by a part- 
nership, the election to have Section 631(a) 
apply must be exercised by the partnership 
(I. T. 3713, 1945 CB 178; Section 703, 
1954 Code ) 
Section 631 


117(k), are of great economic benefit to the 
timber industry; although the extraction of 
oil and gas is generally 


tax-favored 


vat 


gate, 
mits 
the 


election. 


and its predecessor, Section 


considered to be a 
industry, one of the leading oil 
lawyers has looked to the tax 
treatment of timber properties with obvious 
envy See Jackson, “The Need for a Re- 
statement of the Law Relating to Oil and 
Gas,” First Annual Institute on Oil and Gas 
Law and Taxation (Southwestern 
Foundation), page 427. 


and gas tax 


Legal 
Some indication of 
Section 117(k) when 
it was enacted in 1944 may be gained from 
the following excerpts from President Roose 
velt’s veto message and Senator Barkley’s 
reply 


the controversy over 


thereto prior to his resigning as ma 
leader. President stated 


“The 


reat 


jority Roosevelt 


lumber industry is 


permitted to 
cutting of timber, 
including selective logging as a capital gain 
rather than annual income Asa 
timber, I think that 
treated as a crop, and 


/ 


income from the 
grower 
and seller of 


should be 


as income when it is sold 


timber 
therefore 
This would en- 


courage reforestation.’ 


Senator Barkley replied on the Senate floor : 


“T voted for this timber amendment as a 
member of the Finance Committee. I voted 
for it on the floor of the United States Sen- 


; 


ate As one of the conferees on the part 


Tax Paid by 
Corporation 


Corporation receives Section 631 income 


and distributes dividend to individual 


Individual co-owner receives Section 631 
income 


* Congressional Record, Vol. 90, 
2048 and 1965 See Rev. Rul. 217, 1953-2 CB 
12, where the Internal Revenue Service ruled 
that Christmas trees are not ‘‘timber’’ within 
the meaning of Section 117(k). Although this 
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$26.00 


art 2, pp. 


May, 1955 ®@ 


of the Senate, I signed the conference report 
containing it. For that vote I make no 
apology to any human being. I did not 
vote for it in order to create a fantastic or 
imaginary loophole to allow someone to 
escape taxes. I voted for it as an act of 
justice to those who grow timber over a 
period of a generation, or half a century, 
and who are entitled to just treatment, no 
matter in what manner 
the timber. 


they dispose of 

“The President, in order to justify his 
treatment of this amendment, cites his own 
experience as a timberman, and from his 
experience he regards such income as con- 
stituting annual income. I do not know to 
what extent the President is 
the timber business. I do 
sells 


engaged in 
know that he 
Christmas 
easy growth and 
have no doubt that the 
their sale constitutes annual 
only to him but that such in- 
constitute annual income to 
any other person engaged in a like enter- 
prise. But, Mr. President, to compare those 
little pine bushes with a sturdy oak, gum, 
poplar, or spruce, which requires a genera- 
tion of care and nurturing to produce in the 


Christmas 
They are no 
short life, 
income 


trees at time. 
doubt of 
and I 
from 
income not 


come would 


forest, and from which no annual income is 
derived until finally it is sold, is like com- 
paring a cricket to a stallion.” * 

To obtain full advantage of Section 631, 
timber properties should be 
individual, joint venture or 
rather than by a corporation. 


held by an 
partnership, 
For example, 
suppose that individuals who are in a 70 per 
cent tax bracket have an opportunity either 
to acquire timber properties as co-owners 
themselves or to have a corporation con 
trolled by them acquire such properties and 
suppose that such a corporation, if utilized, 
would distribute all its net earnings after 
taxes as a dividend to its stockholders. A 
comparison of the tax consequences under 
these two alternatives is set forth below, 
it being that $100 of 
realized from the properties: 


assumed income is 


Total 


Tax Paid by Individual Tax 


70% of $74 ($100 — $26) = $51.80 


25.00 $25.00 
ruling finds support in U. 8. v. Tower, 13 Court 
of Custom Appeals 172, the Christmas-tree grow- 
ers have already, in 1954, persuaded Congress 
to include them in. 
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The tax cost of utilizing a corporation to 
hold the timber properties would be less to 
the extent that the corporation does not 
distribute all of its net earnings as a divi- 
dend and to the extent that the shareholders 
realize capital gain on sales of their stock 
or hold it until their death so that their 
estates may sell it at a stepped-up basis. 
But taxwise it will always be less expensive 
where the individuals 
631 income directly. 


receive the Section 


On this point it should be noted that the 
1954 Code provides means whereby a cor- 
poration in certain situations may distribute 
timberlands to its without 

Thus, a corporation with 
and profits may advanta 
distribute appreciated timberlands to 
its stockholders in a liquidation under Sec- 
tion 333. If the 
to pay 
tions 


stockholders 
heavy tax 
small 


cost. 
earnings 


geously 


willing 

a capital-gains tax, many corpora- 
may distribute timber properties to 
their stockholders by way of partial liqui- 
dation under Section 346. 


stockholders are 


Where numerous persons own an interest 
in timber properties jointly, they may en- 
counter practical difficulties in establishing 
an efficient arrangement for managing the 
property without causing the enterprise to 
be taxed as a corporation. Under Regula- 

118, Section 3797-2, if co-owners of 
property enter into an agreement among 
themselves, with respect to the management 
of the property, that endows the enterprise 
with continuity of existence and centraliza 
tion of management, the Internal Revenue 
Service may that i 


as a corporation. 


tions 


assert the enterprise is 


taxabl If sufficient care 
is taken, it should be possible in most situa 
tions to establish a workable co-ownership 
arrangement without creating an organiza- 
tion taxable as a corporation 
probably 
that committee of 


the co-owners, provided that any co-owner 
may 


The Service 
vill not object to an arrangement 
vests mangement in a 
at any time terminate the arrangement 
or veto any proposed action. However, if 
a means is provided whereby managerial 


decisions can be made by 


majority vote 


over the objection of the 


minority, the 
Service may well claim that the enterprise 
is taxable as a corporation A similar 
problem has been encountered by co-owners 
of oil and gas properties. The Service has 
not published a ruling on the point, but if 
it is to treat all taxpayers equally it should 
not tax co-owners of timber properties as 
a corporation whenever each co-owner re- 
serves the right to elect to receive his pro- 
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portionate share of the timber cut in kind, 
for it has been ruled that co-owners of oil 
properties are not taxable as a corporation 
where each co-owner reserves the right to 
take his share of the oil in kind. See I. T. 
3930, 1948-2 CB 126; it may be argued that 
this I. T. ruling has been impliedly approved 
by Section 761(a) of the 1954 Code. 


Under the old 
establishing an 


Code, the tax hazard in 
arrangement between co- 
owners to provide some degree of central 
management was substantial, for where no 
corporate return was filed at all there was 
no statute of limitations and the Service 
could come in years later and assert a cor- 
porate tax. Section 6501(g) of the 1954 Code 
reduces this hazard by providing that the 
statute of limitations shall begin to run 
when the co-owners file a partnership or 
trust return if they do so in good faith. The 
Service has in the past issued advance rul 
ings on the question of whether a proposed 
organization will be taxable as a corporation, 
and if it continues to do so one should con- 
sider ruling whenever one 
wants to be sure that a proposed organiza- 
tion will not be taxable as a corporation 


requesting a 


A timber operator who cuts his own tim- 
ber and manufactures it into pulp or saw 
timber may feel that it would be financially 
hazardous to perform his cutting and manu- 
facturing operations in noncorporate form 
Such an family may take 
ownership of timber property and lease it 


operator or his 


to a controlled corporation that is engaged 
in.the cutting and 
tions If the 


such as 


manufacturing opera- 


arrangement is a bona-fide 


one, might be made by 


parties 
acting at arm’s length, the corporation will 
be taxed only on the income attributable to 


the cutting and/or manufacturing operations 


Since a taxpayer who cuts his own timber 
is entitled to capital gain only on the dif- 
ference between his adjusted basis in the 
timber and its fair market value as of the 
first day of the taxable year in which it is 
cut, it is important that he be able to justify 
as high a figure as possible for such fair 
market value. Otherwise he will have to 
report more ordinary income when he dis- 
poses of the cut timber. Certain guides for 
fair market value of 
timber are set forth in Regulations 118, Sec- 
tion 39.23(m)-25. The taxpayer should main 
tain adequate records and should be pre- 
pared to submit, in support of his valuation, 


the determination of 


the opinion of persons who are expert in 
timber valuation 


341 








Changes Made by 1954 Code: Difference 
Between Section 117(k) and Section 631 


Section 631 of the 1954 Code does not 
change the language of Section 117(k) so 
much as it clarifies the meaning and rejects 
for future years certain interpretations of 
Section 117(k) adopted by the Internal 
Revenue Service and the Tax Court 


Section 63l(a) is substantially the same 
as Section 117(k)(1), except that the last 
sentence now makes it plain that Christmas- 
tree growers are entitled to the benefit of 
the section See Senate Report 1622 on 
the 1954 Code, pages 81, 337-339 This 
last sentence of Section 63l1(a) also implies 
that sellers of balled nursery stock do not 
qualify under the section, for they do not 
sever the tree from the roots 


Section 631(b) of the 1954 Code, corre- 
sponding to Section 117(k)(2), resolves 
several uncertainties in existing law: 


(1) Section 631(b) provides that for the 
purpose of computing the requisite six- 
month holding period the date that the 
timber is cut is to be considered the date 
of disposal of the timber. See Senate Report 
1622, pages 81, 338 This means that if 
a taxpayer purchases a timber property 
on September 1, 1954, and executes a lease 
or cutting contract to a timber operator 
immediately thereafter, he will be entitled 
to capital gain on royalties paid to him 
with respect to timber cut after March 1, 
1955, notwithstanding the fact that he ex 
ecuted the lease or cutting contract less 
than six months after acquiring the property 
Indeed, it appears that he will even be 
entitled to capital gain on advance royalties 
received before March 1, 1955, provided that 
the timber in respect of which such royalties 
are paid is not cut until after March 1, 1955 
Under section 117(k), the Internal Revenue 
Service and the Tax Court had held that a 
taxpayer's holding period terminated at the 
time he made the lease or grant of cutting 
rights. See Springfield Plywood Corpora- 
tion, CCH Dec. 17,946, 15 TC 697 


(2) \ suble ssor or owner otf a contract 
right to cut timber who subleases or sub 
contracts the right to cut timber and retains 
a royalty or other economic interest therein 
definitely is entitled to capital gain under 
Section 631(b) if the conditions of that 
section are otherwise satished. See Senate 
Report 1622, page 81. However, for prior 
taxable vears, to which Section 117(k)(2) 


is applicable, the government still may con 
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tend that a sublessor or owner of a contract 
right to cut timber is not an “owner” of 
timber and is therefore not entitled to 
capital gain where he subleases or subcon 
tracts the right to cut timber. 


Thus, Section 117(k)(1) by its terms 
applies to a person who owns or has a 
contract right to cut timber, whereas Sec- 
tion 117(k)(2) by its terms only applies to 
an owner of timber. Since Section 117(k) 
(1) and (2) were enacted together as part 
of the Revenue Act of 1943, the government 
may contend that the term “owner” in Sec- 
tion 117(k)(2) does not include a person 
who has a “contract right to cut.” Indeed, 
the Tax Court has recently held that a 
contract right to cut timber is not property 
of a like kind as timberlands owned in fee, 
and that the exchange of the one for the 
other is a taxable exchange. See Oregon 
Lumber Company, CCH Dec. 19,614, 20 TC 
192 (acq.). On the other hand, the policy 
reasons for according capital-gain treatment 
to an owner who leases his timberland 
would seem to apply likewise to a person 
who has only a contract right to cut timber 
Since the 1954 Code settles the matter for 
future years in favor of the holder of a 
contract right to cut timber, the government 
may well conclude that it would not be 
worth while to contest the issue for past years 


Senate Report 1622, page 81, states with 
reference to the changes made by the 
1954 Code: 


“Since your committee was considering 
only the problem of taxing coal, timber, 
and iron ore in 1954 and future years, no 
inference should be drawn from your com 
mittee’s action as to the meaning of the 


present law.” 


In Helga Carlen, CCH Dec. 19,708, 20 TC 
573, aff'd, 55-1 ustc 79296 (CA-9), it was 
held that a right to cut timber within the mean 
ing of Section 117(k)(1) is a right to cut and 
dispose of timber, and that a taxpayer does 
not have such a right where he merely has 
a contract with a timber owner under which 
he is hired to cut timber in return for a pay 
ment per foot of timber cut Chere is no 
change in Section 631 that would affect the 


result in this case. 


Some Interesting Unresolved Questions 


(1) One interesting question that Con- 
gress considered but did not settle in con 


nection with the 1954 Code is whether a 
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timber owner may take an ordinary deduc 
tion for his taxes, insurance, interest on 
loans, and administrative expense in con- 
nection with timber properties from which 
he receives Section 631 income or whether 
he must apply such expenses to his Section 
631 income in computing his capital gain. 
It would be to the advantage of a taxpayer 
who has ordinary other income to apply 
such expenses against such income rather 
than as an offset in computing his Section 
631 income. But a taxpayer who computes 
his tax under the alternative rules provided 
by Section 1201 and who has no ordinary 
other income will receive no tax benefit 
from such expenses unless he may apply 
them to his Section 631 income. See Walter 
M. Weil, CCH Dec. 20,682, 23 TC —, No. 51 


Sections 272 and 631 of H. R. 8300, the 
original 1954 bill passed by the House of 
Representatives, provided rules for deter 
mining whether various expenses should be 
offset against Section 631 income or against 
ordinary income A taxpayer who cuts 
timber and elects to have Section 63l(a) 
apply would generally have had to offset 
against 63l(a) income expenditures (taxes, 
insurance, interest, etc.) in connection with 
the holding and quantity measurement of 
the timber actually cut. A taxpayer receiv 
ing Section 631(b) income would have had 
to offset against such income legal and 
technical expenditures attendant on the 
making and administration of the contract 
under which he disposed of the timber, and 
expenditures in connection with the preser- 
vation of the economic interest that he 
retained under the contract See House 
Report 1337 on the Revenue Act of 1954, 
pages A67-A68 and A190. The Senate 
eliminated these provisions of the House 
bill after hearings in which representatives 
of the timber industry objected thereto, but 
the Senate retained similar provisions with 
respect to lessors and sublessors of coal prop- 
perties. Senate Report 1622, page 338, states: 


“Your committee has omitted this pro- 
vision from section 631(b) in view of the 
fact that section 272 of the House bill has 
been amended so as to make it inapplicable 
to timber. The effect of this change is to 
restore the rule of existing law with respect 
to such expenditures.” 


The Senate report leaves unanswered the 
question: What is the “rule of existing 
law”? The House Ways and Means Com- 
mittee apparently felt that existing law was 
uncertain (House -Report 1337, pages 59, 
A190), although perhaps the argument can 
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be made from another part of the House 
report — page A68—that the committee 
thought that the expenditures were deducti- 


ble from ordinary other income under pres- 
ent law. The representatives of the timber 
industry who appeared before the Senate 
Finance Committee certainly assumed that 
the expenditures in question were deductible 
from ordinary income under existing law. 
See the statement by Charles W. Briggs, 
Chairman, Forest Industries Committee on 
Timber Valuation and Taxation, Hearings 
Before the Senate Finance Committee on 
H. R. 8300, Part 1, page 183; also see Part 2, 
page 989; Part 4, pages 2298-2301. 

On the merits of the question, it perhaps 
does not seem right that a taxpayer may 
treat income from a certain source as capital 
gain and, nevertheless, apply the deductions 
attributable to such income as offsets against 
his ordinary income. But taxpayers who 
sell property used in trade or business other 
than timber may deduct general expenses 
such as taxes, interest and insurance from 
their ordinary other income rather than 
from the proceeds of such sales. The de 
velopment of mature timberlands and the 
realization of income therefrom is a long- 
term operation, and the owner often must 
make substantial expenditures for taxes, 
insurance, interest, etc., prior to such realiza 
tion of income; persons would be discour- 
aged from developing timber properties on 
a long-term basis if they could not deduct 
such expenditures currently 
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In certain cases, even in the absence of 
express statutory authority, the courts have 
required taxpayers to treat expenses attribut- 
able to capital gain as offsets to such gain or 
as a capital loss, rather than as a deduction 
from ordinary income. Thus, in Arrowsmith 
v. Commissioner, 52-2 ustc ¥ 9527, 344 U. S. 6 
(1953), stockholders had reported their gain on 
the liquidation of a corporation as capital gain; 
when they subsequently paid a judgment 
for which they were liable as transferees 
of the corporation, the Supreme Court held 
that the loss on account of such liability 
was a capital loss. In Spreckels v. Commis- 
sioner, 42-1 ustc J 9345, 315 U. S. 626, the 
Supreme Court held that commissions paid 
on the sale of securities must be treated as 
offsets against the sale price rather than as 
a deduction ordinary income \ 
similar question arises under Section 117(j) 

now Section 1231—which provides capital 
gain treatment on the sale of cattle raised 
for breeding purposes; in Rev. Rul. 55-118 
the Service ruled that the cost incurred with 
respect to such animals in the year of sale 
should be offset against the sale price. Cf 
Ernest A. Watson v. 
above, where 
that 


against 


Commissioner, cited 
the Supreme Court indicated 
consideration in reaching its de- 
cision that a certain gain was ordinary in- 
come was the fact that the taxpayer was 
permitted to deduct from ordinary income 
the expenses attributable to such gain 


one 


On the other hand, Section 631, by its 
literal terms, only requires a taxpayer to 
offset against Section 631 income the ad 


justed cost basis of the timber cut 
insurance, 


Taxes, 
interest, etc., are generally not 
part of the basis of timber 
Although there is a published Internal Revenue 
Service ruling to the contrary (I. T. 3806, 
1946-2 CB 41), the Court of Claims has held 
that a trader in securities may treat federal 


considered 


transier taxes 


as a deduction against ordi 


nary income rather than as an offset against 
the sale price of the securities. See Hirshon 
v. U. S., 53-2 ustc J 9499, 116 F. Supp. 135 
(Ct. Cls.). The absence of a specific re- 
quirement in Section 63l(a) or (b) that 
applied Section 631 
income is to be contrasted with the express 
provision disallowing certain deductions of 
expenses that Congress set forth in Section 
24(f) of the 1939 Code and Section 268 of 
the 1954 Code, pertaining to gain on the 
sale of land with an unharvested crop. 


expenses be against 


In view of the legislative history of the 
1954 Code and the precedents cited above, 
it seems probable, though not certain, that 
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taxpayers will be sustained if they deduct 
expenditures for taxes, insurance and in- 
terest from their ordinary other income. 
However, any payments made for timber or 
for the right to cut timber, whether desig- 
nated as such or as a rental or royalty, will 
constitute part of the depletable cost basis 
of the timber, deductible only in computing 
Section 631 income. 


Irrespective of whether a taxpayer may 
properly deduct expenses for taxes, interest, 
insurance, etc., from his other ordinary in- 
come, if no timber is cut in a taxable year 
the taxpayer at his election may in any 
event capitalize such expenses and add them 
to his depletable cost basis in the timber to 
the extent that they constitute carrying 
charges under Section 266 of the 1954 Code, 


and Regulations 118, Section 39.24(a)-6. 
See Warner Mountains Lumber Company, 
CCH Dec. 16,186, 9 TC 1171. A taxpayer 


ordinarily would not find it advantageous 
to capitalize such expenses where they may 
be deducted against ordinary 

where taxpayer has such income. 


income and 


(2) Another interesting question concerns 
the meaning of the term “economic interest” 
in Section 631(b). It will be remembered 
that a taxpayer who disposes of his timber 
under a cutting contract is not entitled to 
capital gain under Section 631(b) unless he 
reserves an economic interest in the timber 
disposed of Regulations 118, 
38.23(m)-1(b), provide that an 
interest is possessed in every case in which 
the taxpayer has acquired by investment an 
interest in standing timber and secures, by 


Section 


economic 


any form of legal relationship, income de- 
rived from the severance and sale of the 
timber, to which he must look for a return 
of his capital 
There is no doubt but that a taxpayer 
economic interest where he re- 
serves a right to a fixed royalty per thousand 
board feet of timber cut or to a percentage 
of the proceeds from the timber cut. By 
analogy to an oil payment, it would seem 
that economic in 
terest where he is entitled to a fixed amount 
of money payable solely out of a certain 
fraction of the proceeds from the timber 
cut or out of a certain royalty per thousand 
board feet of timber cut. Cf. Palmer v 
Bender, 3 ustc ¥§ 1026, 287 U. S. 551 (1933) 
By analogy to a net-profits interest in an oil 
property, it would that a taxpayer 
reserves an economic interest where he re- 


reserves an 


a taxpayer also has an 


seem 


serves a right to a certain percentage of the 
net profits realized by an operator from the 
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cutting of timber on the property. Cf 
Burton-Sutton Oil Company, Inc. v. Commis- 
sioner, 46-1 ustc J 9243, 328 U. S. 25. 


A problem with respect to the meaning 
of the term “economic interest” arises in 
connection with a type of lease that has 
gained favor in recent years in the south- 
eastern states because it promotes the con- 
servation of Under this 
type of lease the owner of timberland grants 
to a timber operator the right to cut 
amount of timber each year, for a fixed 
equal to the estimated 
the land during such 
years in return for the operator’s promise 


timber resources. 


an 
number of years, 


annual growth on 


to pay a fixed sum of money per year plus 


real estate taxes, insurance and fire protec 


tion costs on the property. The income 
received by the timberland owner under 
such a lease is similar in some respects to 
the income received by the owner of a 


wheat farm or apple orchard who leases his 
farm or orchard for an annual rental. In 
the owner’s capital 
maintained intact, and 
receives is the income thereon. 


each situation 


ment 1s 


invest 

what he 
The annual 
growth on the timberland is to the timber- 
land at the time of the lease what an annual 
the orchard, what the annual 
wheat crop is to the farm, what a coupon 
istoa bond. 


apple crop is to 


It does not from the Code that 
Congress ever contemplated this type of lease; 


appear 


Congress has authorized a reasonable allow 
ance for depletion in the case of timber, but 
in the instant case the 


timberland owner 


GRATEFUL NATION STILL HELPS 


On June 30, 1954, a grateful America 
was paying disability compensation 
or pension to more than 2.5 million 
veterans. Four fifths of them were 
being compensated for disabilities in- 
curred in or aggravated by service in 
the armed forces. These and other 
facts concerning the nation’s program 
to rehabilitate its disabled veterans 
and to give financial assistance to the 
widows and orphans of deceased vet- 
erans are related in the 1954 Annual Re- 
port of the Veterans Administration 

The report revealed that nearly 40 
million patient-days of care (over 
half for mental illness) was provided 
to 580,200 veterans in VA and non- 
VA hospitals during the year. Ap- 
proximately 1,511,000 veteran visitors 
received outpatient medical treatment. 


Timber Properties 


suffers no depletion. Since the landowner 
under this type of lease is entitled only to 
a fixed annual payment, it is difficult to say 
that he has retained an economic interest 
in the timber that he has disposed of, yet a 
taxpayer who manages his timberland in 
a manner that is most consistent with good 
forestry and conservation practice ought 
not be treated more harshly taxwise than 
one who cuts all his timber immediately. 
Perhaps difficulty may be avoided by fixing 
the annual payment with reference to the 
number of feet cut per but it still 
could be argued that a taxpayer has merely 
disposed of income from his property 

(3) One further question is whether a 
taxpayer who holds timber properties pri 
marily for sale in the ordinary course of his 


year, 


business is entitled to capital gain where he 
sells his interest in such a property outright 
for ‘cash. His gain would be ordinary in- 
the sale does not come within Sec- 
tion 631, and certainly such a sale does not 
come within the literal terms of Section 631. 
On the other hand, the taxpayer would be 
entitled to the benefit of Section 631(b) if 
he had disposed of the timber under a con- 
tract wherein his compensation was a 
royalty, notwithstanding the fact that he 
had held the property primarily for sale. It 
would seem that a taxpayer whose timber 
properties are held primarily for sale in the 
ordinary course of his business would be 
well advised to dispose of his properties 
under a royalty contract if he wants to be 
in a good position to claim the benefit of 


Section 631. [The End] 


come il 


2.5 MILLION VETS 


About 303,000 veterans received out- 
patient dental treatment. Over 193,000 
disabled veterans received prosthetic 
appliances including artificial legs, arms, 
eyes, hearing aids and the like. 

Vocational training benefits were 
provided for a monthly average of 
16,400 World War II and 7,500 Korean 
conflict veterans. Of the average of 
506,000 veterans trained each month 
during fiscal 1954 in schools, on the 
job or on the farm, slightly less than 
half were Korean veterans. 

VA loans closed for veterans during 
the year numbered 332,700; 97 per 
cent were for homes, the balance for 
businesses and farms. 


The VA report is for sale by the 


United States Government Printing 
Office, Washington 25, D. C. 
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When Will the Service Rule? 


What Information Is Required by the Service? 


How Must This Information Be Submitted? 


How to Obtain Treasury Departmeni™Rt 


ge abe rpcd RULINGS are an im 
portant aid to the tax practitioner. They 
provide for an efficient and economic solu- 
tion of tax such 
appropriate tax 
This aid is doubly important today 
existing high rate of 
the complications arising 
ment of the 


Until recently, the 
Department 


problems before prob- 


lems become 


part of an 
return 

with the taxation and 
from the 


Internal Revenue Code of 1954 
field of Treasury 
rulings was one of the more 
However, effective May 24, 1954, 
the practice and procedure 
codified This 


analysis of the 


enact 


unknown.’ 


for taxpayers’ 


rulings were paper is de 
method for 


under 


voted to an 
“rulings” such 


practice and procedure 


obtaining taxpayers’ 


new 


Definitions 


Rulings.—Rulings are issued only by the 
national office of the Internal 
ice. They express the official interpretation 


Revenue Sery 


or policy of the office of the Commissioner 


In addition, they establish the principles 
and policies of the Service in the interpre- 
tation and application of substantive tax law 


Determination letters. — Determination 
letters are issued only by a district director 
of internal revenue [The determination 
must be one which can be made on the 
basis of clearly established rules set forth 
in the statute, Treasury decisions or regu- 


lations, or 


rulings, opinions or court de- 


+See Kreigh, ‘‘The Operation of the Tax- 
payers’ Ruling Section,"’ Proceedings of the 
New York University Tenth Annual Institute 
on Federal Taxation (1952), p. 663. 

* Rev. Rul. 54-172 (1. R. B. 1954-20, p. 18). 
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cisions published in the Internal Revenue 


Bulletin. 


Closing agreements.—Closing agreements 


are written entered into be- 
Commissioner and the taxpayer 
pursuant to the provisions of Section 7121 


of the 1954 Code, as follows: 


“(a) The 
authorized to 


agreements 
tween the 


Secretary or his delegate is 


enter into an agreement in 
writing with any person relating to the lia- 
bility of such person in respect of any 


internal revenue tax for any taxable period. 
“(b) If such agreement 

the Secretary or his 

shall be 


upon a 


is approved by 

delegate such 
final conclusive, 
showing of fraud or 
malfeasance, or misrepresentation of a ma- 


agreement and 


and, except 
terial fact (1) the case shall not be reopened 
as to upon or the 
ment modified by any officer, employee, or 
agent of the United States and (2) in any 
suit, action, or proceeding, such agreement 

shall not be annulled, modified, set 
aside, or disregarded.” 


matters agreed agree- 


Form 
nation of 


866 is used for a final determi- 
tax liability for a taxable period 
ended prior to the date of the agreement. 
Form 906 is used for a final determination 
covering specific matters, and relates to a 
taxable period subsequent to the 


date of the 


ending 
agreement. 


Closing agreements are the exception 


rather than the rule, since only a negligible 





*See Sugarman, ‘‘Federal Tax Rulings Pro- 
cedure,’’ 10 Tax Law Review 1 (1954); Alex- 
ander, ‘“‘New Internal Revenue Service Rules for 
Taxpayers’ Rulings,’’ 97 Journal of Accountancy 
321 (1954) 
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“REET 12a 


By ABRAHAM TANNENBAUM 
Member of Jonick & Tannenbaum, 
New York City 


number of taxpayers’ rulings are formalized 


by closing agreements.‘ 


Jurisdiction 


National office—The national dffice of 
the Internal Revenue Service has exclusive 
jurisdiction with 
transactions and other specifically 
excluded from the jurisdiction of the dis- 
trict director. In addition, it will exercise 
jurisdiction over completed transactions affect- 
ing returns to be filed 


respect to prospective 


areas 


District directors.—Except for determi- 
nation letters concerning exempt organiza- 
tions*® and pension, annuity, profit-sharing 
and stock-bonus plans,’ the district direc 
limited to completed 

returns required to 

Moreover, the ques 


tor’s jurisdiction is 


transactions affecting 
be filed in his district 
tion presented must be 


cifically by 


one “covered spe- 
statute, Treasury Decision or 


Regulations, or specifically by a ruling, 
opinion, or court decision published in the 


Internal Revenue Bulletin.” * 


*See Kreigh, work cited, pp. 668-669. The 
procedure for closing agreements is set forth 
in Mim. 6383 (1949-2 CB 100) 

5 Revenue ruling cited at footnote 2, Sec. 3.01. 

* The district director is authorized to issue 
determination letters covering exempt-organiza- 
tion cases of a routine nature. See Rev. Rul. 
54-164 (1. R. B. 1954-19, 5). 

*The district director issues determination 
letters on the qualification of pension, annuity, 
profit-sharing and stock-bonus plans pursuant 
to Rev. Rul. 32 (1953-1 CB 265). These are sub- 
ject to postreview by the Pensions and Exempt 
Organizations Branch of the Tax Rulings Divi- 
sion, Office of the Assistant Commissioner 
(Technical) (IR Mim. 54-105). For information 


Treasury Department Rulings 


The district director’s jurisdiction 1s 
limited severely, since in addition to 


requisites 


the 
above he may not 
letter where (1) a 
similar inquiry from the taxpayer has been 
directed to the national office; (2) the 
request is made by an industry, trade 
association or group; (3) the re- 
quest involves an industry-wide problem; 
and (4) the taxpayer is not in the district 
under his 


described 


issue a determination 


similar 
supervision. 


Issuance of Rulings 
or Determination Letters 


When issued.—Except where the Internal 
Revenue Code requires a prior determi- 
nation,” the issuance of a ruling or determi 
nation letter is discretionary. ‘Therefore, 
the guiding rule as to when rulings or 
determination letters will be issued by the 
Internal Revenue Service may be best de- 
rived by understanding the areas in which 


the Service will not act. 
Thus, rulings or 


will not be issued 


determination letters 


(1) in hypothetical cases; 


(2) where the identical issue is involved 
in a return of the taxpayer already filed and 
where the prior year is still open; 


(3) where the determination requested is 
primarily one of fact, such as (a) deter 
mination of the market value of property, 
(b) whether compensation is reasonable in 
amount, (c) whether a transfer is one in 
contemplation of death, (d) whether reten- 
tion of earnings and profits by a corporation 
is for the purpose of avoiding surtax on its 
stockholders and (e) whether a transfer is 
within 1551 or 269 of the 1954 
Code; or 


(4) where the determination requested 
involves policy matters under consideration 
by the Service.” 


Sections 


Procedures to be followed. 


In applying 
for a ruling or determination 


letter, it is 


required to be submitted with the request for 
a determination, see Regs. 118, Secs. 39.23(p)-2 
and 39.165-1. 

* Revenue ruling cited at footnote 2, Sec. 4.01. 

* For example, see 1954 Code Secs. 1491-1492, 
which deal with the imposition of a 27% per 
cent excise tax on the transfer of stock or 
securities to a foreign corporation, trust or 
partnership; and 1954 Code Sec. 367, which deals 
with the application of the reorganization, ex- 
change, and gain or loss provisions of the Code 
to foreign corporations. 

” See South Chester Tube Company, CCH Dec. 
17,704, 14 TC 1229 (1950) (no ruling issued on 
pension plan because of pending legislation). 
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Informal conferences with appropriate 
authorities prior to submission of 

a request for ruling have 

been found to be extremely helpful. 


imperative that the information required by 
the Service be submitted as 


(1) The should be submitted in 
duplicate and must contain (a) a complete 
and accurate facts; (b) the 
names and addresses of all interested par 
ties; 


follows 


request 
statement of! 
(c) a copy of each agreement or docu- 


ment involved; (d) a balance 
the date of the 


sheet nearest 
transaction if a corporate 
reorganization, distribution or similar prob 
lem is im issue; (e) 


ment of the 


a full and precise state 


business reasons, if any, for 
the transaction; and (f) an explanation of 
the ground contended for by the taxpayer, 


and a memorandum of relevant authorities 


in support thereot 


(2) The must be signed by the 
taxpayer or his duly authorized representa 


request 


tive. If it is signed by a representative, a 
power of must be submitted, and 
the re presentative must be enrolled to prac 
tice before the 


attorney 


Service. 
(3) If a hearing is 
statement should be 


hled 
request 


desired, a written 
incorporated in the 
request ot separately shortly 


filing of the 
(4) The 


lows (a) 


alter 


request should be filed as fol 
National Office—Commissionet 
of Internal Revenue, Washington 25, D. ( 
(b) District Director the appropriate office 
with which the er’s return 
filed or is filed 


taxpay has been 
required to be 


(5) A copy ruling or determination 
letter should be attached to the appropriate 
return filed 


ot! the 


when 


Binding effect. 
letters 


Ing ab 


Rulings or determination 
have no statutory 


lhe 


agreement is the 


authority as bind- 


reements only statutory sanc 


tion for a binding 


formal 

closing agreement Section 

7121 of the 1954 Code, heretofore discussed 
Nevertheless, 


lished 


prov ided tor in 


it has been the long-estab 


policy the service to respect 


"! Revenue ruling cited at footnote 2, Sec. 7. 

2 See discussion above under ‘Definitions, 
Closing agreements."’ 

“See H, 8. D. Company v. Kavanagh, 51-1 
ustc { 9358, 191 F. (2d) 831 (CA-6, 1951): Ken- 
yon Instrument Company, Inc CCH Dec 
18,214, 16 TC 732 (1951); Sugarman, work cited, 
p. 33 
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rulings made on the basis of complete and 


and 


accurate 
by the taxpayer.” 
incorporated in 


Thus, 


representations, 
a his 


Revenue 


relied upon 
policy has been 
54-172." 
a ruling or determination letter will 
be modified or revoked prospectively only 
if (1) there misstatement or 
omission of any material facts, (2) the facts 
which develop are not different 
from the facts on ruling was 
based, (3) there has been no change in the 
applicable law and (4) the acted 
in good faith in the ruling, 
would be 


Ruling 


has been no 
materially 


which the 


taxpaye I 
reliance upon 
and 


detriment 


retroactive revocation 


to his 


Recommendations 


Informal conferences. 
titioners found 
with the appropriate 
submission of the 


Experienced prac- 


have informal 


conterences 
authorities prior to 


actual request for ruling 

his procedure helps to 

determine (1) whether this is a question 

which will be ruled upon, (2) whether a 
! 


favorable ruling is possible and (3) whether 


extremely helpful 


the request is in proper form for submission. 


Although a request for a 
withdrawn,” 


ruling may be 
it is important to note that all 
correspondence 
by the 


and exhibits are retained 
»ervice, th latter still 
district director in 


will 


may 
iurnish its views to 
whose 


be filed 


office the return has been or 


Statement 
important 


is the 


of facts. 
parts ot the request tor 


One of the most 


a ruling 

The ruling, when 
verbatim the 
Upon field ex 
1s made Oo! 


Statement ot! tacts 
will incorporate 
as submitted 


issued, lacts 


amination, a 


careful review the actual 


that there is no material 


trans- 
action to see 


difference from the facts on which the 


Therefore, two caveats 
observed First, I ne 


ruling was based." 


should be request 
for ruling, the facts 


should be stated accu- 


rately and completely Second, if the 


actual 


transaction does vary from the facts as 
originally submitted, 


to the 


this should be brought 
attention of the Service for the 


issu- 
ance of a supplemental lette: 


field 


prior to the 


[The End] 


Sec. 


actual examination. 


% Revenue 
12.05 

% Revenue ruling cited at footnote 2, Sec. 10 

“If the district director is of the opinion that 
a ruling should be modified or revoked, the 
findings and recommendations must be for- 
warded to the national office, The taxpayer is 
entitled to a hearing prior to action by the 
national office. 


ruling cited at footnote 2, 
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A Skillful Taxpayer May, with Luck, 
Safely Chart His Course to 


Take His Capital-Gains Benefits 


Oil Payments Revisited: 


Current Income Tax Status of Oil Payments 


By OLIVER W. HAMMONDS and GEORGE E. RAY, Attorneys, Dallas, Texas 


W HEN the occasion permits, every law- 
yer worth his salt is pleased to wag his 
finger modestly and say: “Just as I told 
you.” Especially is this true when he has 
“stuck his neck out”—way out—and first 
expressed an opinion contrary to that of 
the Chief Counsel of the Bureau of Internal 
Revenue in the 
nebulous field of 


complex, intricate and 
tax law dealing with the 
treatment of oil,’ perhaps for that reason a 
most practical and lucrative field of law. 
The authors presently, and with fingers 
duly crossed, find themselves in the not un 
happy position above referred to by 


of recent 


virtue 
Tax Court’ and 
appellate court * confirming the opinion ex- 
pressed by them in December, 1946, 
regard to the validity of G. C. M. 
The authors then stated: 


decisions of the 


with 
24849." 
- Jn the basis ot 
1Cf. Mr. Justice Frankfurter’s lamenting dis- 


sent in Burton-Sutton Oil Company v 
sioner, 46-1 ust 


Commis 
1 9243, 328 U. S. 25, 37 
2 John D. Hawn, CCH Dec. 20,725, 23 TC 


No. 64 (1954); Lester A. Nordan, CCH Dec 
20,535, 22 TC , No 


137 (1954) 

‘Caldwell wv. Campbell, 
(CA-5), rev'g Caldwell v. 
{ 9134 (DC Tex.). 

‘Ray and Hammonds, ‘The 
Proceeds from the Sale of Oil 
Validity of G. C. M. 
view 121 (1946) 

5 Cited at footnote 4, p. 135. 

*See Kuntz, ‘“‘Assignments of Oil Payments,”’ 
31 TAXES 863 (November, 1953), and citations 
there neted 

7 1946-1 CB 66. 

8 1944-1 CB 272. 

*For the completely uninitiated, an ‘‘in-oil 
payment right,’’ sometimes also referred to as 
a “production payment,’’ is, very simply, a 
commonly used oil-financing device whereby 
the owner of oil production assigns to another 
a specified share of his production interest 
Sometimes this share is represented by a stated 
number of barrels of production as, for in- 
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Campbell, 54-1 ust 


Income Tax on 


Payments: The 
24849,"' 25 Texas Law Re- 


Oil Payments 


court precedent, as well as on that of the 
Treasury itself, the Chief Counsel’s conclu 
sion in G. C. M. 24849 that consideration 
received for the assignment of a short-lived 
in-oil payment right carved out of any type 
of depletable interest in oil and gas in place 
(including a larger in-oil payment right) is 
ordinary income rather than potential capital 
gain, appears to be unjustified.” ° 
Others later 

this conclusion.’ 


express¢ d 


agreement with 


For the few 
24849 the 
its then 


yet uninitiated, in G. C. M. 
Treasury Department, through 
Chief Counsel of the then Bureau 
of Internal Revenue, on March 11, 1946, re- 
standing practice 
ruled for the first 
received for the 
short-lived 1n-oil 


versed its long 
I. T. 3693.° It 


“consideration 


based on 
that 

assignment 
right ” 


time 


ola payment carved 
stance, ‘‘one hundred 
payable out of a 


thousand barrels of oil 
specified portion of the pro- 
duction interest and sometimes by a stated 
dollar amount of income as, for instance, 
‘*$100,000 payable out of a specified portion of 
the production interest.’’ 

The oil payment is ‘“‘short-lived’’ or 
lived’’ as determined by the 
required for satisfaction of the 
the oil runs. The Bureau never formally clari- 
filed the precise time differential, and finally 
ruled that no distinction would be drawn (I. 
1003, 1950-1 CB 10), Absence of any basis for 
such distinction had also been the subject of 
pointed observation by the authors (work cited 
at footnote 4, p. 135). See also Ray, ‘‘Prob- 
lems of the Oil and Gas Industry: Assignment 
of In-Oil Payment Rights,"’ Proceedings of New 
York University Ninth Annual Institute on Fed- 
eral Taxation (1951), pp. 505, 513. 

For an excellent 
of the basic 
treatment 


“‘long- 
length of time 
payment from 


and authoritative statement 
nature of an oil payment and its 
from the Bureau point of view, see 
Williams, ‘‘Assignment of Leasehold, Royalty 
and Oil Payment,’’ Proceedings of the 1951 
Southwestern Legal Foundation Oil and Gas 
Institute, pp. 469, 502. 


349 





An oversized version of the home 
tape recorder is eliminating the 
try-again method of seismic 

oil exploration. A four-inch magnetic 
tape picks up all echo frequencies 

of the dynamite sounding blast, so 
that a single shot records the depth 
and composition of all underground 
strata at once. The tape can be 
played back over and over for study. 
This permits seismic technicians to 

test an area with less time and 
expense, and to check for 

possible oil-bearing formations at 
deep and shallow levels. 


out of any type ot depletable interest in oil 
and gas in place (including a larger 
right) is ordinary 
depletion 


in-oil 
payment subject 
to the allowance in the 
hands” rather than capital gain 
The Chief 


Kiven 


income 
assignor’s 
Counsel’s ruling was at first 
application. By coinci 
(perhaps), and to the tangible relief 
of a number of involved taxpayers, after the 
authors’ 1946 article had been brought to 
the personal attention of the Chief 


retroactive 


de nce 


Coun- 
sel,” attention having been specifically di- 
rected therein to the propriety of retroactive 
application,” this aspect of the problem was 
deleted.” 


soon 


Having thus put his own position in order 
to his Chief Counsel 
began to extend the bite of G. C. M 
by issuance of I. T. 3935.’ 
there ruled that donative assignments of 
short-lived oil payments carved out of any 


satistaction, the next 


24849 


The Treasury 


type ot depletable economic interest in oil 
and gas in place, including a larger oil pay 
ment, were to be considered assignments of 
future and the income thus as- 
signed depletable income to the donor as 
produced 


income, 


This ruling was made applicable 
such assignments effected 
January 24, 1949. 

With the 
felt his house 


only to after 


foregoing, the Chief Counsel 


was well in order, and so it 


“In addition the authors’ views were given 
wide circulation in various national tax services. 

" Work cited at footnote 4, pp. 134-135, stating 
at p. 135: “Aside from the soundness of this 
conclusion on the merits, its retroactive appli- 
cation in the light of the long-continued and 
uniform practice of the Bureau to the contrary, 
a practice sanctioned by repeated legislative 
enactment, imposes an unjustified hardship on 
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was for In the light of this 
reversal of prior 


had 


the time being 


clarification and Treasury 


begun to put 
order. It found for the 
it could live with the Bureau's 
clarification and yet effect the 
savings: 


positions, the industry 
house in 


most part that 


its own 
following tax 


(1) A producer might offset an expected 


loss in a given taxable vear by selling an oil 


payment and anticipating future income, too 


(2) He might also level out his earnings 


between low and high income years 


(3) If in a particular year 
and operating costs were so 
nate the 


development 
to elimi 
percentage-depletion allowance by 
reason of the 50 per 
limitation, the 


great as 
cent of net income 


taxpayer might consider 
making the 


available by 


percentage-depletion allowance 
contracting for another to per 
form development operations in exchange 


for an oil payment. 


(4) He might pledge the 
de velopme nt of the property 


oil payment for 
, with resulting 
pledge 


disposition of income to the 
(5) Where the oil ynstituted 
the entire depletable interest of the as 


signor, as was true in the case of a retained, 
as distinguished 


payment ct 


from a 
payment, that retained interest 


carved-out, oil 
could be dis- 


posed of as a capital asset 


(6) Where the oil payment constituted a 
fraction of the assignor’s depletable interest 
in the property, but such fractional interest 
extended over the entire life of the prop- 
erty, the Treasury had no quarrel with its 
assignment 


with the 
who 


It was not long, however 
individuals 
heard of the aforementioned 
benefits or, if so, preferred to 


help 
hardy 
parently not 


of a few had ap- 
disregard 
them in favor of larger tax benefits to be 
accomplished by disregard of I. T. 3935 and 
G. C. M. 24849—that the roof on the 
Treasury’s house started tumbling down. 


The first dent in the roof was occasioned 
by a difference of opinion between the Com- 
missioner and the taxpayer with regard to 
the application of I. T. 3935." The tax- 
payers, Lester A. Nordan and wife, in 1949 


executed a deed of gift to a church of an 


the already overburdened and harassed tax- 
payers. The Supreme Court has declared itself 
to be out of sympathy with such a result.”’ 

2]. T. 3895, 1948-1 CB 39 

4% 1949-1 CB 39 

% See generally Williams, work cited at foot- 
note 9: Ray, work cited at footnote 9, p. 515 

% Lester A. Nordan, cited at footnote 2 


TAXES—The Tax Magazine 





Checking the temperature of an oil 
well is a tricky procedure, 

especially since temperatures at 

well bottom usually range from 

212 degrees Fahrenheit, the boiling 
point of water, to about 400 degrees. 
These temperatures are 

recorded by various types of 
specialized thermometers, with many 
important purposes. Finding the 

level of concrete outside a casing, 

or locating casing leaks, 

for instance, can be accomplished by 
pinpointing the position of abrupt 
temperature changes within the well. 


oil payment having a face value of $115,000, 
but which had a fair market value on the 
date of gift of $111,925.95. They claimed a 
deduction of the latter amount on their 
1949 return as a charitable contribution on 
the ground that they had made a completed 
gift of the oil payment. The Commissioner, 
in determining the deficiency, disallowed 
the deduction under the authority of I. T. 3935 


Under Court held 
that the contribution was de 
ductible in the year of transfer, 1949, even 
though payments from production were not 
available until the next year. 
other held that the 
made than a 


these facts the Tax 


taxpayers’ 


The court, in 
taxpayers had 
mere assignment of 
income to the church; they had, in the tax 
able year 1949, made a transfer of the-prop- 
erty itself which produced the income, and 
entitled to the deduction of the 
market value of their gift in the year 


words, 
more 


wert fair 
when 
the transfer of the oil payment was made 

The next test of the soundness of the 
Treasury’s roof came as a test of G. C. M. 
24849 itself.” There, again, a taxpayer and 
his wife, who had apparently not heard of 
G. C. M. 24849 or, if so, elected to disre- 
gard it 1949—assigned an oil- 
payment right with a face value of $850,000 
to a contractor 


also in 


as consideration for pay- 


% John D. Hawn, cited at footnote 2 

“It was estimated that the $120,000 would 
be liquidated in about two years, according to 
the findings of the court. 

“Caldwell wv Campbell, 5-1 
(CA-5). 

” Cited at footnote 3. This decision has had 
wide newspaper publicity. See Dallas Morning 
News, December 30, 19%, Sec. 3, p. 3: ‘‘Court 
Rules Capital Asset in Oil Shift.’’ 
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Oil Payments 


ment on the building of a 
contractor’s interest to terminate when he 
had received $120,000. The Commissioner 
contended the transaction was merely an 
assignment of future income and _ that 
the $120,000 “short-lived” oil payment " was 
taxable to Mr. Hawn as ordinary income. 


new home, the 


Mr. Hawn claimed it was a sale of a capital 
asset and, as such, entitled to capital-gain 
treatment. The Tax Court agreed with Mr. 
Hawn, and gave the $120,000 capital-gain 
treatment, with six judges dissenting. 


The roof on the 
really fell in the Court of Appeals 
for the Fifth Circuit shortly thereafter 
reached a conclusion in accord with that of 
the Tax Court in the Hawn case.” 


Commissioner’s house 


when 


Again, in the Caldwell case,” 
uninformed, taxpayer had 
regard G. C. M. 24849 and, 
“in-oil” payment 
to a controlled 


a hardy, or 
elected to dis- 
in 1948, assigned 
rights in long-life fields 
tax-exempt foundation for 
cash and notes which were to be paid from 
sales of the oil 
be effective 


The conveyances were to 
until the foundation had re- 
ceived specified amounts from the sale of 
oil or gas from the production 
In computing his 


year in 


interests. 

taxable income for the 
the taxpayer treated the 
transaction as disposition of a capital asset 
The Commissioner took a different view, and 
determined a deficiency of some $288,546.48, 
and the suit in question was brought for 
the refund of a total of $322,087.45. In hold 
ing for the taxpayer, with one judge dis- 
senting, the court of appeals predicated its 
decision squarely upon its conclusion that 
what was involved in such a transaction was 
the “assignment of the tree which produced 
the income rather than an assignment of the 
fruit of the tree.” 


question, 


All of the preceding three cases have re- 
ceived wide 


services.” 


attention in the various tax 
The only remaining question is: 
Where do we go from here? Clearly, to the 
Supreme Court, if the Treasury can have 
its way, which presently can only be accom 
plished by developing the “magic conflict” 
sufficient to 


secure certiorari.” 


Unless a taxpayer makes a false move 


and opens up a chance for appellate re 


” Standard Federal Tax Reports, No. 3 (De- 
cember 29, 1954), ‘‘Taxes on Parade,"’ p, 4 
“Temporary Assignment of In-Oil Payment 
Rights to Buy a Home Results in Capital Gain’’; 
Standard Federal Tax Reports, No. 6 (January 
19, 1955), ‘‘Taxes on Parade,"’ p. 3: ‘‘Tempo- 
rary Assignment Converts Oj! Royalties Into 
Capital Gain'’; and other loose-leaf reporters. 

*1 See work cited at footnote 4, p. 124, note 8 
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The world’s deepest well has been 
abandoned at 21,482 feet as a dry 
hole, after 1,175 days of 

drilling and testing and the 
investment of more than $2 million. 
This may be called an example of 
sinking to low depths to reach new 
heights, as it proved that modern 
equipment in the hands of skilled 
crews is capable of drilling four 
miles into the earth to bring 
mankind more oil in the future. 


versal of existing Tax Court cases other than 
Fifth Circuit, the only 
conflict rests in the Rudco case 
Fifth Circuit 


to 1ts 


in the predicate for 


While the 


distinguished the Rudco case 


satisfaction as involving different 


facts and involving tax avoidance by “deal 


ing’ deviously through its stockholders, as 


well as because a very short-lived oil pay- 


ment was involved, it is a nice question 


whether the will see the 


purpose ot ce rtio 


Court 
way for the 
and 


Supreme 
the same 
If it 


Case 


rari does not grants certiorari, 


2 Rudco Oil and Gas Company v. | |S 
49-1 usre { 9200, 82 F. Supp. 746 (Ct. Cls.) In 
that case a corporate taxpayer issued a dividend 
in kind through the conveyance of interests in 
producing oj] and gas leases until the oil pay- 
ments equalled the amount available out of 
current earnings for the payment of dividends. 
The court held that this was an assignment of 
income by the corporation to the extent of the 
excess of the fair market value of the oil pay- 
ments at the date of distribution over the cost 
of such oll payments, and the assigned income 
was taxable to the corporate taxpayer itself. 
The court in the Rudco case did not show the 
same hesitation evidenced by the Chief Counsel 
in G. C. M. 24849 in relying on Lucas v. Earl 
and the other assignment-of-income cases. The 
court stated, at p. 751 “The question then is 
whether it is tolerable, when an income tax is 
being imposed upon citizens generally, to per- 
mit particular persons to rid themselves of their 
income and their share of the income tax by 
assignment of the expected income in advance 
of its receipt to avoid the tax.’’ 

The Court of Claims was not bothered by the 
lack of a family relationship between assignor 
and assignee, concluding, at p. 751: ‘‘In all 
reality, it was a plain case of the assignment of 
future income to satisfy a moral and near-legal 
obligation of the assignor, a transaction without 
purpose or intended consequences except in 
relation to income tax liability.’’ 

Granted that the close relationship between 
the corporation and shareholder might justify 
applying the principle of the assignment-of- 
income cases to the assignment of an oil pay- 
ment by a corporation to its shareholder, at 
least in the case of a close corporation the 
question still remains whether these cases may 
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then certainly the authors will wish to keep 
their fingers crossed, because presumably 
the Treasury will hand-pick a test case for 
the occasion.” 


Pending resolution of the above uncer- 
tainties by final pronouncement of the Su- 
preme Court, or by pronouncements, it is 
plain that the industry has two choices on 
which way to proceed: (1) A particular 
taxpayer can proceed under G. C. M. 24849 
without question by the Treasury, and with 
the benefits available as noted above, or (2) 
if sufficiently hardy, he can take his capital- 
benefits under the 
Caldwell case and 


gains authority of the 
await the 


Court decision. 


final outcome 


of a Supreme 


Being gamblers at heart, or perhaps we 
should say rugged individualists, perhaps 
some more producers will elect the benefi- 


cial path of capital gains. If they do, they 


now have their eyes open, or should have, 
with the blessing of appellate court decision 
that of the Tax Court, in the 
absence of an unfavorable shift of personnel 
of the Tax Court. In brief, a skillful tax- 
payer luck, chart his 
course between Scylla and Charybdis.™ 


[The End] 


be extended far enough to apply to a situation 
involving an assignment of an oil payment 
between complete strangers 

See Ray, work cited at footnote 9, p. 510 

* Cf. work cited at footnote 4, p. 135, where 
it was stated in part ‘The application of these 
principles to given factual situations, and the 
ultimate validity of the Chief Counsel's ruling, 
will in all probability be the subject of authori- 
tative consideration by the Supreme Court of 
the United States. A favorable result for the 
taxpayer will undoubtedly be determined in 
large part by the success which he has in 
selecting a test case with facts most favorable 
to him. It is certain that one of the most 
potent factors contributing to the Government's 
success before the Supreme Court has been the 
refined care with which it has selected the 
cases to present to that tribunal. It is most 
assuredly in order for the taxpayers also to 
avail themselves of this tactical—if not stra- 
tegical—advantage.”’ 

* One of the most astute and informed of 
the oil industry’s independent producers has 
charted his course on the foregoing advice as 
follows, which might profitably be noted by 
the industry at large; 

“It is probably possible for a short-sighted, 
wealthy oil man, who doesn’t mind big legal 
expenses, to realize capital gains on carving 
out oil payments. He will, of course, have a 
court fight, and in my opinion, will be doing 
harm to all oil operators. 

“Any time a business group is successful in 
converting their operations into capital gain 
rates, without selling their complete interest, 
eventually the Bureau will be successful in 
changing the law.”’ 


as well as 


may, with safely 
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Taxation of Extraordinary Income 


By J. B. C. WOODS 


Certified Public Accountant, 
New York City 


|] NDER the tax law, some kinds of in 
/ come are accorded special treatment— 
favorable treatment — and thereby achieve 
the status of extraordinary income, a privi- 
leged type of income. In that sense, what 
constitutes extraordinary income of an in 
dividual and how is it taxed? Are the present 
criteria logical and well defined, and the 
present methods of taxation equitable and 
simple? Is the whole complex of classifica- 
tion of extraordinary income and its related 
taxation free of disturbing consequences? 
Proposed alternative arrangements are con- 
sidered, including averaging of income and 
the writer’s own proposal 


No one expects his proposals to reach the 


“rebracketing” 


statute books, but discussion of a plan in 
the background of 


appraise 


existing law serves to 
present provisions and other pro 
posed revisions 

Broad questions of fiscal policy are be 
yond the scope of this article. The subject 
of discussion is confined to a minor aspect 
of the problem of the incidence of federal 
taxes on incomes. For the national budget 
there must be consideration of what portion 
of the revenue should be raised in the form 
much thereof should 
be assessed on corporations, more or less as 
should be 
individuals 


estates and trusts. Be 


of income taxes: how 


ranchise taxes, and how much 


assessed as income taxes on 
and related entities 
low that level are the several questions of 
what constitutes annual taxable income of 
an individual, what are allowable deductions 
and exemptions and what tax rates, brackets 


and credits should be applied 


INCOME RECEIVING SPECIAL TREATMENT 


Interwoven with these latter aspects of 


taxation is the classification of income or 


Extraordinary Income 


A More Equitable Method of 


Taxation Is Proposed 


and Discussed in Detail 


net income of a special nature, regarded as 
meriting special tax treatment. For indi 
viduals it may appear that there are many 
categories and varying treatments, particu 
larly short-term and long-term capital gains 


and losses and related 


carry-forward ol 
capital losses; long-term compensation and 
“back pay”; carry-back and _ carry-over 
of net operating losses as a limited kind of 
averaging; installment sales; deferment of 
taxable income by passing current compen- 
sation through approved pension plans; ex- 
clusion of exempt interest, a flat amount of 
dividends, recoveries of bad debts 
and some kinds of retirement pay; anticipa- 
tion of deductions 


certain 
against manufacturing 
income by means of accelerated depreciation ; 
reduction of income from exploitation of 
natural resources by means of 
depletion beyond the 
credit in respect of dividends. 


While all treatments constitute 


ameliorative devices available to individuals 
under certain 


percentage 


cost basis, and a 


such tax 
conditions, in practice some 
are applicable in the main to corporations 
which predominate in the fields of manufac 


turing, trading and mining 
cance tor our 


Ot more signif 
purpose is the fact that 


several of these taxation formulas or ar 
rangements relate to ordinary recurring in 
come rather than 
The categories consideration 


here are capital gains and losses and related 


extraordinary 
selected for 


mcoimmne 


carry-forwards, and certain long-term com- 
pensation and back pay. These are the 
special categories of income which are em- 
braced in the present taxation of extraordi- 
nary income of individuals as that term is 
here understood 


Just as logically, the flat exclusion and 


the tax credit to individuals in respect of 
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dividends received could be included in the 
discussion: They are omitted partly because 
of their recent enactment and partly because 
of the lack of experience in their operation.’ 
Exempt interest is not discussed because its 


; 


tavored treatment is part of the federal-state 


fiscal relationship, and there is no discus 

sion of retirement pay because it is part of 

the old-age security complex 

that while the income” is 
| 


used in the regulations to characterize 


It is suggested 


term “ordinary 


incom 


other than income from capital gains, the 


term 


+“ Y 
extraordinary income con- 


veniently 


may be 
describe the 
distinguished, 


used to two cate 


Something will 
also be said with regard to carry-back and 
forward of net 


here 


gories 


carry operating losses as a 


degree of averaging 


made to in- 
sales in order to explain why the 
eliminated from further 
ion. In the installment sales, an 
accounting method and a method of report- 
ing, rather than merely a tax treatment of 
the transactions, are in fact involved. The 
method of accounting adopted attributes in- 
profit to the 


with a change in tax rates or 


Perhaps reference should be 
stallment 
subject is discus- 


case ot! 


come ort year of realization, 
brackets 
incidental, being neither favorable nor 
unfavorable, but strictly related to the proc 
ess of allocation to years of realization. It 
may be noted that the tax returns affected 


are the return of the year of sale and re 


being 
quite 


turns of subsequent years when realization 
occurs. The treatment accorded installment 
sales does not seek to correct tax rates by 
lower gain 


years 


attributing a rate because the 
was derived over a number of prior 
as in the The use of 


returns of prior years is not required as in 


case of capital gains 


the case of certain long-term compensation 
which may be spread over prior years for 
5s of tax 
all that is extension 
and specialization of the accrual method of 


with 


Se computation In a broad 


sense, involved is an 


accounting, taxable falling in 


profits 
the year and bracket appropriate to all the 


circumstances, The same is true of profit 


from long-term contracts 


Returning to the two kinds of extraor- 


dinary imeome selected for 


discussion, it 
may be noted that capital gains are favored 
by being scaled down and eliminated from 
high bracket rates. A tax formula relieves 
such gains from high brackets of the vear 


of realization generally on the theory that 


‘It may be noted, however, that the partiality 
to income from dividends is in marked contrast 
to the old credit for earned income. Spon- 
sored as an amelioration of double taxation, 
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the gain accrued over a long period: Long- 
term (sometimes so-called) gains are halved 
and subjected to the lower of (a) applicable 
low-bracket (b) a flat low 
rate amount of income 
Certain long-term compensation enjoys cor- 
rective treatment. It is generally attributed 
to lower brackets by being spread over the 


rates of tax, or 


regardless of the 


years in which it is earned instead of being 
taxed in the brackets of the year of receipt. 

The philosophy behind the treatment ac- 
corded to these items of extraordinary in- 
come might be evaluated. The objectives 
sought and the methods adopted to attain 
those objectives might be appraised. Ques 
as to the validity of the separa 
tion of extraordinary income, and whether 
capital gains and long-term compensation 
are appropriate categories, and are the only 
kinds of extraordinary 


tions arise 


income meriting 
comparable special treatment. Finally, an 
attempt is made to find a simple criterion 
for all extraordinary income meriting special 
tax treatment, and to find a simple formula 
for according equitable treatment 


CAPITAL GAINS 


most of 


By far the attention directed to 
special treatment of extraordinary income 
has been concentrated on capital gains. A 
body of law has been developed around this 
phase of taxation. Why are capital gains 
segregated and accorded ceiling-tax treat- 
ment? What is the objective of the special 
tax? What is the direct effect? What are 
the broad general results of drawing a line 
between ordinary income and capital gains 
and extending treatment to 
the latter? If special treatment is to be 
given, could it be given more equitably or 
more simply? 


favorable tax 


Volumes have been written 
on this aspect of our subject, but for pur- 
poses of completeness and perspective the 
matter must be reviewed here. Capital gains 


constitute a significant portion of extraor- 


dinary income 


made to the 
present law of capital gains tax: “Increase 
in value of property usually takes place over 
a period of years, although the gain is ‘real- 
ized’ in one year, the year of sal 


\ brief reference should be 


In view 
rates, the tax 
if the 
be prorated over the entire period, 


of the graduations in the tax 


would, of course, be lower gain could 
rather 
than taxed in its entirety in the year of sale 


Although it might be more equitable to tax 


the innovation (not without historical prece- 
dent itself) and its explanation are not accepted 
by many who receive no dividends 
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the gain in this way, the impracticability of 
taxing unrealized appreciation in value each 
year needs no discussion 
the next best thing 


So the law does 
-it provides an effective 
26% ceiling on the tax attributable to such 
gain if the asset sold has been held for more 


than 06 months 25|% ceil 


this 26 [now 
ing is on the excess of such gains over 
losses and is an alternative to the tax 
computed in the regular manner at the regu 
lar rates after allowance of a special deduc 
tion of 50% of the amount of the net gain 
over both long-term losses and net short 


term loss¢ ha 


\ further quotation 1s clarifving with re 
spect to capital losses: “The capital gain 
provisions apply to practically all sales o1 
exchanges, except an over-the-counter busi 
ness sale. Loss on sale of a business asset 
is ordinarily deductible in full. But loss on 
sale of a personal asset is usually limited to 
$1,000, although any excess may be carried 


This 


Losses 


forward to succeeding years 


limitation applies only to net loss 


mav be used to offtse ins 


Note that the limitation on the deduction 


of capital losses, resulting in either defe1 


ment or nondeductibility in some instances, 
is somewhat corrective of the tax advantages 


of the halving treatment extended to net 


long-term gains over both long-term losses 


and net short-term losses, and of the low 
tax rate extended to such taxable gains 


Complications of Capital Gains Tax 


The capital gains tax is complex and is 
generally regarded as the result of unsatis 
factory compromises over a period of years 


CCH Standard Federal Tax Reports (1954 
Ed.), p. 26,003; 1954 Code, Secs. 1201 and fol- 
lowing 

See footnote 2 

‘ Robert described as ‘‘of the United 
States Department of Commerce, formerly with 
the Tax Advisory Staff of the Treasury Depart 
ment,’’ 31 TAXes 31 (January. 1953) 

Randolph E. Paul, Tagzation in the United 
States (Little, Brown & Company, 1954), p. 679 

* Article cited at footnote 4, p. 31 

’ Work cited at footnote 5, p. 683: ‘‘Congress 
has made Many attempts to find a method, both 
practicable and equitable, of taxing capital 
gains, which would interfere as little as pos 
sible with the realization of gains, and which 
at the same time would not unduly stimulate 
joss realization 3ut no successful formula for 
achieving the cbjective of doing equity and 
preserving incentive and at the same time pro- 
tecting the revenue has ever been found. Con- 
sequently the history of capital gains taxation 
has been a record of compromise and change 
without satisfactory solution 

* The Nature and Tax Treatment of Capital 
Gains and Losses (National Bureau of Economic 


3angs 


Extraordinary Income 


Among other possibilities they studied an 





It has been discussed, and appropriately, 
under the title “The Dilemma of the Cut 
Rate Tax.”* In the same vein it is stated 
that “The treatment of capital gains and 
losses is one of the most baffling unsolved 
problems of present day income taxation 
and deserves more than passing mention.’ 

The background of the tax is noted by M1 
Bangs: “The problem has been how to draw 
tax provisions that would have equitable 
results, be productive of revenue and yet not 
interfere unduly with the freedom. of in 
portfolios.”" Mr 
Paul may be quoted along the same lines.’ 
\ general should be made to 
Lawrence H. Seltzer’s volume on the sub 


ject of capital gains taxation.” In passing 


vestors to change their 


reterence 


we may derive pleasure along with insight 
into the subject by reading a relevant satire.” 
On the philosophy behind the 


treatment of capital gains Mr 
this to say: 


special 
Seltzer has 
“Those who distinguish unex 
pected gains from expected or ordinary in 
come usually have in mind a concept of 
income that will serve an individual as a 
practical guide for prudent conduct. For 
purposes ol taxation the distinction 
raises great difficulties, These difficulties 
have been obscured and disguised by the 
rough rule of thumb adopted by govern 
ments: gains and losses on capital assets 
are presumed to be unexpected, and other 
rains and losses, expected; and only the 
latter are regarded as ordinary income 

The concept of pure capital gains 
becomes considerably blurred 
lyzed 


when ana 
much overlapping exists be- 
tween capital gains and ordinary income, 
and most especially between capital gains 
and profits.” ” 


Research, Inc jew York, 1951) In a review 
of the book there is reference to ‘‘The exhaust 
iveness of this research job,’’ and it is said 


that ‘‘Because the tax treatment of capital gains 
has an effect upon purchase and sale of prop- 
erty. and because this tax treatment offers a 
means of tax avoidance, a study of capital 
gains is important in a taxwise and fiscal 
sense 29 TAXES 768 (September, 1951). Else 
where Mr. Seltzer is described as ‘‘the outstand 
ing student of the capital gains provision 
Article cited at footnote 4, p. 39 

‘Walter J. Blum, ‘‘The Decline and Fall of 
Capital Gains: 1921-1957,’ 28 Taxes 838 (Sep 
tember, 1950) 

*” Work cited at footnote 8, p. 82. At p. 108 
The objections to treating capital gains 
and losses like ordinary income have been 
found to possess varying elements of merit and 
to be subject to qualifications of varying seri 
ousness. Competing with these objections for 
the attention of the intelligent citizen and 
legislator are the equitable arguments urged 
by many and presented in Chapter 1 against 


any special tax treatment for capital gains and 
losses.’ 


355 


Some Implications of the Tax 


It is in the middle and higher bracket 
incomes that the benefits of the capital gains 
On this point Mr. 
“Since capital gains as 4 source 
of income have always been highly con- 
centrated in the middle and upper income 


tax becomes effective. 
Paul says 


brackets, and are an increasing fraction of 
total income as the size of total income in- 
creases, and since capital losses are more 


widely distributed lower incomes 


than capital gains, the existing preferential 
tax treatment of capital gains is highly 
favorable to higher bracket individual tax- 


"1 


payers. 


among 


Mr. Bangs also emphasizes the 
same point,” while leading up to the fact 
that much of tax avoidance centers around 
the transmutation of ordinary income into 
capital situation inherent in the 
differential in the rates of tax applicable in 


many in 


gains, a 


stances 


There is a great temptation to quote from 
articles this 


area, and from others deploring this kind of 


advocating tax avoidance in 


avoidance and recommending changes in the 


law to clarify or rectify the situation. For 


present purposes a tew reterences may suffice 
as background material.” 


'' Work cited at footnote 5, p. 681. 

" "On the one hand, the wealthy complain 
that the maximum rate, although less than 
one third of the maximum rate applicable to 
ordinary income, acts as a barrier to transac- 
tlons and prevents invested capital funds from 
being as fluid as they think desirable for proper 
functioning of the economy. For obvious rea- 
sons, we also find the stock exchange spear- 
heading the case for greater fluidity of capital. 

“On the other hand, articulate representatives 
of the lower income groups, such as organized 
labor, tend to look on the capital-gains tax as 
egregiously unfair because it allows a million- 
aire to pay only 26 per cent (or less than the 
third bracket rate) on earnings from invest- 
ment. Moreover, it is becoming widely appre- 
ciated: that the present law allows creative 
students of tax avoidance access to techniques 
for converting every form of income, with the 
possible exception of wages subject to withhold- 
ing, into capital gains if they possess the in- 
genuity and wish to take the trouble.’ (See 
also his footnote 3 thereto.) Article cited at 
footnote 4, p. 32 

‘3 the markedly lower tax 
capital gains have given many taxpayers a 
strong incentive both to choose investments 
likely to yield this type of reward and to con- 
trive to have ordinary income take on its ap- 
pearance *articularly with the aid of the 
corporate form of business organization and 
property ownership, but through other means 
as well, many taxpayers have found it possible 
to convert into technical capital gains various 
amounts of more or less expected income ac- 
tually representing personal services, profits, 
interest, or rents." Work cited at footnote 8, 
p. 211 
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rates on 


May, 


A major element in the controversy over 


the capital wains tax is here 
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avoided by 


Historical Note 


There seems to be no need to recite the 
tangled history of the capital gains 
which is clearly given by Mr. Bangs“ and 
Mr. Seltzer, and runs like a thread through 
Mr. Paul’s treatise. While the complexity 
of the tax and its relationship to highly 
interested taxpayers might discourage a 
discussion leading to its criticism, its history 
shows that the field is open. Changes in 
the law have been frequent.” However, the 
pattern was set in 1938, and basic changes 
have been few in subsequent laws, excep! 
“In the 1951 act elimination of the 
two-for-one offset of long-term gain against 
short-term loss is a substantial victory 


tax, 
‘ 


” 16 


for tax equity. 


Proposals Regarding Capital Gains 


In addition to the many changes that have 
been made in the tax law regarding the 
treatment of capital gains, there is a grave- 
yard of proposals which failed to survive 
the legislative One of these is 
particularly relevant to the subject of this 
article: “In 1937 another subcommittee of 
the Ways and Means Committee devoted 
considerable study to radical methods of 
revising the capital gain and loss provisions. 


process. 





W. Waller Grogan, ‘Capital Gains v. Ordi- 
nary Income,’’ 30 TAxes 574 (July, 1952). 

Maurice H. Rich, ‘Getting Maximum Bene- 
fits Out of Code Section 117,"" 30 TAxes 587 
(July, 1952) 


Marvin J. Levin and Morton J. Mitosky, ‘“Tax 
Saving Practices of Artists and Entertainers,’’ 
31 TAXEs 21 (January, 1953). 

Solomon S. Mandell, ‘‘Can Interest Be Income 
or Capital Gain?’’ 29 TAxeEs 741 (September, 
i951). 

“ Article cited at footnote 4. See also his 
acknowledgment in footnote 2 thereto: ‘‘The 
review of capital gains tax history which fol- 
lows owes a heavy debt to Anita Wells’ ‘Legis- 
lative History of Treatment of Capital Gains 
Under the Federal Income Tax,’ 2 National Taa 
Journal, pp. 12-32."’ 

“ Article cited at footnote 4, p. 35: “‘It is 
significant (perhaps of the ascendancy of form 
over substance) that the history of the capital- 
gains tax since 1921 shows the loss provisions 
and the definition of capital assets have been 
changed more frequently than the reduced 
rate which makes these collateral provisions 
necessary. The frequency of these changes is 
possibly symbolic of the difficulties that flow 
from a rate concession made for the benefit of 
a particular group of taxpayers 

At p. 40: ‘‘An uncharitable interpretation of 
the 1938 legislation, which has provided the 
pattern down to the present day, is that this 
act incorporated all the worst features of both 
the prior methods of taxing capital 
preferential rates."’ 


” Article cited at footnote 4, p. 41 


gains at 
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this kind of extraordinary 
reviewed 


income should be 





Among other possibilities they studied an 
averaging proposal; this would have divided 
total capital gain or loss by the number of 
years held and taxed such annual average 
gain (or reduced tax for such annual aver- 
age loss) at the current rates applicable to 
ordinary income. While this plan had many 
theoretical advantages in that its results con- 
formed quite closely to the accepted stand- 
ard of equity, it was considered too complex- 

especially where a single taxpayer had sev- 
eral elements of gain and loss with differ- 
ent holding periods to report 
year.” ™ 


in a single 


Related by content to the foregoing pro- 
posal is one made years earlier, which also 
deserves to be quoted: “The problem might 
be solved by capital gains and 
losses as ordinary income and deductions 
and, following the philosophy of section 107, 
permitting the gain or loss to be spread back 
evenly over the holding period. The tax of 
each preceding year would then be recom- 
puted by adjusting the net income previously 
determ. ned with the allo 
It is appreciated that such a pro- 
cedure would involve administrative difficulties 
particularly where there would be a consid- 
erable number of prior years involved. These 
difficulties could be mitigated by limiting 
the years for which a recomputation of tax 
would be made to the five years immediately 
preceding the year of the sale; and as to 
any holding period which would extend to 
earlier years, the portion of the gain or loss 
prorated to such earlier years (1) could be 
subjected to a flat rate of 25 per cent or (2) 
could be re-allocated evenly to the six years 
comprising the year of sale and the five 
years preceding the year of sale. 


treating 


gain or loss so 


cated. 


“As an administrative procedure the en 
tire tax or tax benefit so computed on cap- 
ital items should be an adjustment of the 
tax for the current year and no part treated 


as a correction of taxes of prior years.” ™ 


If support is needed for the recognition 
of the relationship between capital 
gains and long-term compensation as the 


« lose 


subjects of special tax treatment, a point of 
view adopted in this article, the foregoing 
provides it, 


Capital Gains Tax Evaluated 


Before leaving the subject of capital gains 
as a category of extraordinary income en 


joying favored treatment, it may be noted that 


’ Article cited at footnote 4, p. 39 
*Edwin S. Reno, Revision in Taxation of 


Capital Gains and Treatment of Capital Losses,"’ 


Extraordinary Income 


Historical Note 


rate of 


It is difficult to understand, Mr. 
Woods writes, why ordinary tax rates 
applicable to profit on sales of 
merchandise, which in some instances 
turns over slowly, should not apply 

to 100 per cent of all capital 

gains, instead of to only 50 per cent 
of gains realized over 

a period exceeding six months. 


most of the questions asked at the beginning 
of this section have been answered by ref- 
erence to cited authorities. The final ques- 
tion remains: If special treatment is to be 
granted to taxation of capital gains, could 
it be given more equitably or more simply? 

It is difficult to understand why ordinary 
tax rates applicable to profit on sales of 
merchandise, which in some instances turns 
over slowly—perhaps less than twice a year 
—should not apply to 100 per cent of all 
capital gains, instead of to only 50 per cent 
of gains realized over a period exceeding six 
months. Perhaps it is because merchandise 
sales are more or less recurring and regular 
while capital gains are relatively nonrecur- 
ring and infrequent. If that is the difference 
which results in favorable treatment, why 
should not the treatment be the corrective 
treatment extended to other extraordinary 
income, such as long-term compensation? 
In what way do capital gains differ from 
long-term compensation, except as to source ? 
If the objective in each instance is to tax tix 
extraordinary income or gain as if realized 
gradually over period of earning or hold- 
ing, is the source of capital gains a sufficient 
reason for differentiating them from other 
extraordinary income? Of course, with a 
six-month holding period as a criterion of 
long-term gain, the present law is far from 
the original theory of relating a reduced tax 
rate on a percentage of gain to the so-called 
long period of holding. Perhaps that is why 
this question should be asked: Can the 
special treatment be given more equitably 
as regards other taxpayers? If the “dilemma” 
is to be ended, if the “baffling unsolved 
problem” is to be solved, if a perspective is 
to be achieved or restored in this field of 
taxation, perhaps there should be a return 
to the original theory, which sought equity 
and avoidance of inequity, but not favored 


treatment over other taxable income. 


83 Journal of Accountancy 466 (1947) The 


reference to Sec. 107 is, of course, to the 1939 
Code 
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tax. For long-term compensation, 


which meete certain tects there ie merely a 





\ Major 
r apital 


clement in the controversy 


overt 
the avoided by 


should 


ountries 


tax is here 
that 
be taxed, regardless of what other 


this 


gains 


simply assuming capital gains 


may do in there 
there would be 


no point in discussing the present tax and 


respect.” If were to 


be no tax on capital gains, 


comparing it with the tax treatment accorded 


other kinds of income 


LONG-TERM COMPENSATION 


In considering 
back pay, a subject of less widespread 
importance than capital 


long-term compensation 


and 
gains, questions 
arise similar to those raised with regard to 
capital gains. There is a lesser body of law 
surrounding long-term compensation and its 
taxation than has grown up around the sub 
ject of For 


taxpayers, in ars, 


capital gains some individual 


Sone ve 


howeve i. long 


term compensation constitutes a significant 


amount of extraordinary This fea 
is particularly worthy of 


because the 


income 
ture olf taxation 
examination formula, although 
than what 
is generally regarded as equitable treatment 
Long-term kind of ex 
which is not favored as 


kinds of The full 


amount of compensation, although spread 


ameliorative, provides no more 
compensation 18 a 
traordinary income 


against other income 
over applicable prior years for tax compu- 
tation, is taxed at ordinary rates. There is 
no proposal to exempt 
the 


business 


such 
method is 
will 
realize 


income trom 
not concerned 
suffer 


taxation and 


with whether because 


taxpayers may wish to such com- 


pensation later 


As in the case of capital gains, these ques 
may be asked: Why is 


segregated 


tions long-term 


compensation and thereby fre- 
bracket treatment? 
W hat is the objec tive of the spec ial method 
What is the direct effect ? What 


broad general results of drawing a 


quently accorded lower 
ol taxationrer 
are the 
line between ordinary income and long-term 
compensation’? If special treatment is to be 


could it be given more equitably or 


W hat 


give 


more simply has been 


written on 


” Article cited at 
gain-and-loss provisions are a peculiarly 
ican tax development—not found in 
form in many foreign tax systems. As is widely 
known, the British do not tax capital gains at 
all: nor do the Canadians or Australians, whose 
income tax laws are modelled after the British 
pattern This does not mean, however 
that the British do not tax many elements of 
profit that treated as capital gains in this 
country A more accurate description of the 
British treatment is that the British either tar 
what we call capital gains in full as ordinary 
rempt casual The 


footnote 4, p. 32 Capital- 


Amer- 
similar 


mcome or ¢ 
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them as profits 
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The principle of carry-back and carry-for- 
ward has also been extended to include the 
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this kind of extraordinary income should be 


reviewed 


First, a brief reference to the law: The 
old Section 107 has been replaced, modified 
and particularized.” A condensed state 
ment, originally applicable to the old law, 
will suffice: “Ordinarily tax 
able on the entire amount of compensation 


a taxpayer is 


received during the taxable year even though 
the compensation may be attributable in 
whole or in part to services performed in a 
prior year or prior the 
graduations in the income tax rates, a tax 
payer under 


years. In view of 


such circumstances may have 


that of a tax 
payer who is paid as the services are 


a greater tax burden than 


per 
{Sections 1301 and following 
inequity by permitting the 
taxpayer in effect to allocate lump-sum pay- 
ments to prior 


tormed 
eliminate] th 
years over which the services 
ere performed, This provision applies only 
if 80% o1 


ceived in one taxable year 


more of the compensation is re 
and the services 
cover a period of at least 36 months. With 
some modifications the also 
to income work 


Statute 
from 


ipplies 


received an artistic 


or invention. A special provision permits 
proration in the case of back pay, receipt of 
which has been deferred because of bank 
bac k 


governiment-ordered 
etc This 


ruptcy of the employer, etc., or 
resulting from 


active wage 


pay 
retro 


increases, statute 


applies only if the back pay constitutes at 


y 


least 15% 


of the gross income for the year 


It should be noted that prior years’ re 
turns are not disturbed under this formula 
Taxes are recomputed as to prior years but 
the determinations are applied to the tax of 
the taxable year. Reference is had to prior 
years’ returns only for purposes of deter 
mining the applicable 
income falls 


tax 


bracket into which 


and of applying appropriate 


rates oft 


It does me an, however, that several veat 


returns are kept open for a purpose and to 


a degree: a change in a prior year requiring 


a recomputation of the 


current year’s tax 


area of casual 
British law, is 
of capital gains 
the British law 
lenient 


profit exempt from tax 
much narrower than the 
under American law. In brief 
is either severe or more 
than our own but by no means parallel 
to American treatment."’ (Italics supplied.) For 
a comprehensive review Seltzer, work 
cited at footnote 8, Ch. 10 lax Treatment 
of Capital Gains and Other Coun- 
tries,’’ pp. 254-280 

” 1954 Code, Secs. 1301-1304 

‘CCH Standard Federal Tax 
Ed.). pp. 20,003-20.004 


under 
area 


more 


see 
The 
Losses in 


Reports (1954 
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of the structure from 1812 to 1926. 
It was finally abandoned because of its great 


taxing 





Historical Note 


The granted to those 
receiving compensation for services rendered 
over a period of years originated in the 
Revenue Act of 1939, and has been liberal- 
ized first enacted. There have been 
under the old Section 107.” 
Also, some discussion may be found on how 
to derive the most treatment 
permitted.™ 


kind of relief now 


since 
many cases 


favorable 


However, unlike the volumes which have 
been written around capital gains, the liter- 
ature on long-terrn compensation is com- 
paratively small. The philosophy behind 
the ameliorative formula is simple and is 
generally accepted at value. Indeed, 
the questions asked regarding the arrange- 
ments for 


face 


taxing long-term 


compensation 
themselves. There re- 
mains, as in the case of capital gains, the 
question: If special treatment is to be 
granted, could it be given more equitably 


or more simply? 


appear to answer 


There also remains the question of whether 
capital gains and long-term compensation 
are appropriate categories of extraordinary 
income, and are together the only kinds of 
extraordinary income meriting comparable 


special treatment 


COMPARISON OF CAPITAL GAINS 
AND LONG-TERM COMPENSATION 


The main similarity between capital gains 
and long-term compensation 1s that of in 
come derived over an extended period. In 
other words, the income is realized in a 
lump sum, perhaps unexpectedly as to both 
time and amount. That feature seems to be 
ameliorative treatment 


and leads to a definition of extraordinary 


reason enough for 


income, suggested below. 


Che principal difference is in the source: 
Capital gain is derived from the ownership 
and disposition of capital assets, while long- 
term compensation is regarded as “from an 


employment.’ Inasmuch as ‘it is 


income 
that is being taxed, the amount and the time 
of receipt, rather than the source, should 


control 


The degree of favoritism or amelioration 
varies greatly. 
there 


For long-term capital gains 
is a 50 per cent exemption and a low 
2S. Jay Lasser, ‘‘Long-Term Compensation 


Tax Limitation Benefits Under Section 107(a),”’ 
31 TAXEs 42 (January, 1953) 


*% Charles A. Bayly, Jr., ‘‘Deduction Bene- 
fits Under Code Section 107 31 TAXEs 730 
(September, 1953) 


Extraordinary Income 


income bases of av eraging for tax purposes. 
Mr. Vickrey advocates a cumulative method 


by a certified public 
Spencer. 


rate of tax. For long-term compensation, 
which meets certain tests, there is merely a 
tax computation based on spreading of in 
applicable years. No further 
granted, and nothing further 
seems to be equitable as regards other tax- 
payers. 


come over 


privilege is 


OTHER KINDS 
OF EXTRAORDINARY INCOME 


It may be concluded that both capital 
gains and long-term compensation are ap 
propriate categories of extraordinary in 
come, but probably not the only categories 
meriting comparable special treatment. If 
source of income is not controlling, it would 
appear that any kind of income relating to 
an extended period received in any taxable 
year should merit comparable treatment 
Obviously, comparable treatment should be 
free of favoritism and should consist of an 
ameliorative formula applicable to all kinds 


of extraordinary income. 


What is being suggested is that extraor- 
dinary hould not be limited to 
long-term capital gains and long-term com 
pensation 


inconie 


In general, wherever and when 
ever fluctuating income arises as the result 
of the realization in one year of a substan 
tial item of 
number of 


which matured over a 
amelioration should be 
consistently granted. The source should not 
be controlling. Favoritism of one kind of 
income as 


income 


years, 


extraordinary 


against another 


kind of extraordinary income, o1 


as against 
ordinary income, introduces an inequitable 


tactor 


AMELIORATION FOR TAX 
ON FLUCTUATING INCOMES 


Before attempting to develop an all-in- 
clusive nondiscriminatory definition of ex 


traordinary income, and before proposing 
an ameliorative device without partiality to 
one kind of thought 


be given to means of 


income, some 


should 
other removing in 
fluctuating in 


Among other means which have been 


equities in the taxation of 


come 

proposed in this country and elsewhere 

in some cases adopted and in some rejected 
IS avel 


raxvineg 


oft net income 


In this country a degree of averaging has 
been established in the form of carry-back 
and carry 


forward of net operating losses 


“J. B. C. Woods, a letter, ‘‘Proposes Simpli 


fled Method of Income Rebracketing,’’ 32 TAxEs 
126 (May, 1954) 
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The principle of carry-back and carry-for- 
ward has also been extended to include the 
transfer from year to year of unused excess 
profits credits in the determination of that 
tax. On the other hand, the carry-forward 
of the balance of capital losses is in reality 
an exception to the exception that capital 
are not deductible except to offset 
realized capital gains or, by individuals, to 
the extent of $1,000 a year 


losses 


The degree of averaging granted by the 
transfer from year to year of net operating 
losses is strictly limited. It is of no effect 
unless net falls below zero. Net 
fall to the lowest bracket, or 
even below the amount of personal exemp- 
tions and various credits, but it has no direct 
ameliorative effect on a high net income 
succeeding year. Indirectly, 
if there are capital losses to carry over from 
the low-income year there would be some 
effect on the taxable net income of the suc- 
ceeding year, particularly if capital gains 
appeared in the latter year. Also, if, in the 
succeeding long-term compensation 
were received, taxes on part of it would be 
computed in the low brackets of the prior 
year. In view of the limited applicability of 
the shifting of net operating losses, it is not 


income 


income may 


of a prior or 


year, 


proposed to consider it as an arrangement 
designed to ameliorate the effect of most 
instances of fluctuating income or of items 
of extraordinary income. In passing, one 
feature of the net operating loss carry-back 
which has administrative disadvantages is 


the keeping open of prior returns. 


Averaging Proposed 
as Ameliorative Device 


A brief review of some of the literature 
on averaging should be helpful in evaluat- 
ing this proposed method of determining 
As an introduction to what 
“modern” averaging, begin 
“Would Averaging of Per- 


Period of 
’, an 


taxable income 
called 
the article 


may be 
with 
Years Be 
Desirable for Tax Purposes? Mr. Cowing 
“The is largely limited to 
English-speaking countries because of the 
reliance by their governments on a gradu- 
ated income tax as an important part of 
their revenue-raising structure.” A little 
the point: “In England a 
procedure for averaging the incomes of in 


sonal Income 


overt 


says subject 


history is to 


dependent businessmen based on a simple 
average for three-year periods was a part 

*™ John S. Cowing, 93 Journal of Accountancy 
48 (1952) Mr. Cowing wrote as a member of 
the committee on federal taxation of the Ameri- 
can Institute of Accountants 
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crease in the amount of tax by adding or 


subtracting the percentage of the current 
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of the taxing structure from 1812 to 1926. 
It was finally abandoned because of its great 
unpopularity with the taxpayers to whom 
it applied. The State of Wisconsin enacted 
a state income-tax law in 1928 on a three 
year average. With the coming of the de- 
pression of the 1930’s this law was found 
inadequate and abandoned in 1932 but the 
idea is again being discussed.” Advantages 
claimed by enthusiasts for averaging are 
summarized: It would promote equality, 
simplicity and stability of tax; equalize the 
tax on fluctuating incomes; encourage in- 
vestment in new enterprise; reduce tax litiga- 
tion; and make unnecessary many complicated 
regulations of limited application. To the 
contrary, there would be more mathematical 
calculations; errors would be of multiplied 
significance; better accounting would be 
necessary and would be increased 
difficulty in collecting taxes during years of 
reduced income.” 


there 


Parenthetically, of even broader signifi- 
cance than the simple, moving or progres- 
sive averaging briefly by Mr. 
Cowing is the attitude of various advocates 
of averaging toward capital gains. “A very 
interesting article .. .\*! 


discussed 


has traced the intri- 
cate history of our policy of taxing capital 
transactions and pointed out its unsatisfac- 
tory and arbitrary results. The same author 
also points out that if income were aver- 
aged capital transactions could, without 
penalty or favor, be taxed as ordinary in- 
come transactions are taxed. Similarly, under 
averaging there would be little if any in- 
ducement to postpone or anticipate trans- 
actions. All purchases and sales of property 
could be made as business judgment might 
dictate without any favorable or unfavorable 
tax results. The averaging of income and 
the elimination of problems relating to cap- 
ital gains and losses would also remove 
much of the controversy concerning depre- 
ciation rates because with capital gains fully 
taxable, and capital losses fully deductible, 
there would be no. tax consequences to in- 
accuracies in provisions for depreciation. 


“One ingenious method of averaging in- 
come for tax purposes includes all of the 
elements of the so-called ‘rubber dollar’, 
etc. } In William Vickrey’s plan the 
net worth of the taxpayer would be deter- 
mined annually based on the value of his 
assets less his liabilities, and the change in 
that the 


value during the year would be 


* Article cited at footnote 25, p. 48 
* See footnote 27 
» See footnote 27 


TAXES —The Tax Magazine 





calculation. He would have the right to 


compute the tax on his lifetime income, as 





income bases of averaging for tax purposes. 
Mr. Vickrey advocates a cumulative method 
containing some of the features of our pres- 
ent gift tax and added compound-interest 
calculations to transfer actual taxes paid in 
prior years to present valuation. He would 
also abandon capital gains, depreciation de- 
ductions, surtax on personal holding com- 
panies, and tax on corporations improperly 
accumulating surplus. The final valuation 
of assets would, of course, be made at the 
time of the death of the taxpayer.” 


More on Averaging 


\ subsequent article,” discussing the sub- 
ject of averaging, deals more extensively with 
specific formulas, and carries this foreword 
“The necessity for compressing income into 
periods for tax purposes works some weird 
and unfair havoc on many taxpayers. In 
come is too often determined on a false or 
artificial basis because of the difference in 
tax between income in one year and in an 
other. To eliminate 
munistrative 


these 
headaches, and 


injustices, ad- 
distortions of 
business, these proposals for the averaging 
of income are made. This report is part of 
the work of the AIA subcommittee on long- 
range tax policy Je 
Perhaps exception may be 
phrase “to eliminate 
headaches,” 


taken to the 
administrative 
because each of the proposals 
discussed appears to introduce complexities 
fraught with headaches for taxpayers, those 
who help them and the Internal Revenue 
Service. Probably, at least up to a point, 
fundamental changes should be considered 
on their broad merits and necessary admin- 
istrative headaches accepted and mitigated 
as may be. Placed before us are “two pro- 
posals which have been advanced for aver- 
aging the income of individuals—one by a 
lawyer, M. Francis Bravman,” and the other 

‘ Article cited at footnote 25, p. 50. Lettered 
references are to Mr. Cowing's footnotes. 

* M. Francis Bravman, ‘Integration of Taxes 
on Capital Gains and Income,”’ 37 Virginia Law 
Review 527 (1951) 

» William Vickrey, ‘‘Averaging of Income for 


Income Tax Purposes,’ 37 Journal of Political 
Economy 379 (1939) 


* John 8S. Cowing, ‘‘Two Proposals for Aver- 
aging Income for Federal Income-Tax Pur- 
poses,’’ 94 Journal of Accountancy 586 (1952). 


'Article cited at 
therein, p. 586 

See Bravman. Equalization of Tax on All 
Individuals with the Same Aggregate Income 
Over the Same Number of Years, 50 Columbia 
Law Review 1 (1950) 

“Rravman, Integration of Taxes on Capital 
Gains and Income, 37 Virginia Law Review 527 
(1951) 


footnote 28, footnote 1 
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by a certified public accountant, Martin M. 
Spencer.” ” 


Lawyer’s proposal.—From Mr. Cowing™ 
we learn: “Mr. Bravman has suggested that 
the taxpayer’s life span may be divided into 
averaging periods such as: (1) The youth 
period up to 20 years of age, (2) the training 
period from 21 to 30 years of age, (3) the 
productive period from 31 to 65 years of 
age, and (4) perhaps the retirement period 
subsequent to age 65. The income earned 
during each of these periods would be aver- 
aged by the progressive method starting 
with the first year in each period in which 
the individual has a tax to pay and at the 
option of the individual; that is, no tax- 
payer would be compelled to use averaging 
but, in view of the fact that probably no 
taxpayer would be hurt by averaging and 
many would benefit, most taxpayers would 
take advantage of averaging as soon as they 
had acquired a knowledge of it 


“The would 
come every year of the averaging period by 
carrying forward from the last return the 
average income of the prior year (say $7,000) 
and the number of previous years in the 
period (say 10). The product of these two 
figures gives him the income of all previous 
years in the averaging period ($70,000) 
By adding the income of the current year 
(say $29,000) to the amount so ascertained 
gives the income for the 
period ($99,000). 
number of 


individual average his in 


whole averaging 
Dividing this sum by the 
years in the averaging period 
(11) gives the average income of the cur- 
rent year ($9,000) 

“The second step would be to ascertain 
the difference between the average income 
of the current year and the average income 
of the prior year (an increase of $2,000). 

“The third and 
accumulate the 


final 
percentage 


would be to 
increase or de- 


step 


Bravman, Security for the Professions: A 
Plan for Equitable Tax Treatment, 37 A. B. A. 
Journal III (February, 1952). 

‘Bravman, 1952 Report of the Committee on 
Taxation of Harned Income, to the Section of 
Taxation of the American Bar Association."’ 

”“ Article cited at footnote 28, footnote 2 
therein, p. 586 Mr. Spencer's proposal has 
not previously been published.”’ 

" His summary of Mr. Bravman's writing is 
accepted for present purposes because it pre- 
sents a method of averaging which appears 
complete and consistent. For Mr. Spencer's 
proposal there appears to be no alternative 
source If in either case we are in any way 
dealing with Mr. Cowing’s ideas rather than 
with those of his sources, the proposals are 
nevertheless a measure of what was placed 
before many readers interested in taxation 
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requirement. In the 
“The only 


same letter he 


issue is whether it is sound 


says: low income may not make his ability to pay 


real equal to the ability of one receiving a large 





crease in the amount of tax by adding or 
subtracting the percentage of the current 
year (10 per cent reduction) to or from the 
accumulated percentage carried forward 
from the return of the prior year (26 per 
cent reduction).” * 


The formula is developed to the point 
that refunds are determined where the aver- 
age income declines hree figures deter- 
mine the tax or refund for any year of the 


averaging period 
“A. The tax on the average income 
“B ] Plus the product ot 


(a) the tax on the increase in the 


average income, and 


(b) the number of preceding years 


in the averaging period, or 
2. Minus the product of 


(a) the tax on the decrease in the 
average income, and 


(b) the number of preceding years 


in the averaging period 


rl Plus or minus the net cumulative 
percentage oft th tax on the increase of 
decrease in the aver ige income 

“All information necessary, average in- 
come for prior and current year, number of 
preceding years in period, net cumulative 
percentage ot increase ofr reduction in 
amount of tax, and tax rates, can be read 
off the prior year return and the current 
year return 


“Accordingly, under the progressive pro 
cedure of averaging, the tax is not an ex 
cessive liability in years of reduced income, 
and impossible tax collection problems would 
not be created.” It seems, however, that 
the pay-as-you-go practice under the decla- 
ration-of-estimated-tax procedure has largely 
eliminated “impossible tax collection prob- 
lems” as ir as they relate to fluctuating 


incomes 


CPA’s proposal.—The other plan is sum 
marized by Mr. Cowing: “Mr. Spencer has 
suggested that the taxpayer's entire life span 
be made a part of one averaging period. Under 
Mr. Spencer’s plan, taxpavers in the first in 
stance would file annual returns, and pay 
tax on annual income, just as they do today 
\ record would be maintained of lifetime 
taxable income and lifetime tax payments 
\ taxpayer, whenever he so desired, would 
have the right to make a supplementary 

“ Article cited at footnote 28, pp. 586, 587 

“ Article cited at footnote 28, p. 589 

* Article cited at footnote 28, pp. 589-593 


Edward H. Benintende, 95 Journal of Ac 
countancy 155 (1953) 
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| The fact that a degree of averaging 


calculation. He would have the right to 
compute the tax on his lifetime income, as 
if it had been earned evenly in all years 
The tax due on average lifetime income, 
subtracted from the tax already paid, would 
give the refund due the taxpayer 

“Mr. Spencer suggests that lifetime in- 
come should include all reported or deter- 
mined taxable income back to birth (but 
excluding years before the enactment). The 
denominator of the averaging fraction would 
be the number of adult years of the tax- 
payer, starting with the year of the tax- 
payer’s eighteenth birthday (but excluding 
years before the enactment).’ 


Sympathetic toward the two proposals, 
Mr. Cowing asks and answers a dozen 
juestions on transition troubles, corpora 
tions, percentage deductions, very large cap 
ital losses, depreciation, special hardships 
that may arise, revenue in periods of de 
pression, jomt returns, “the in-again-out 
again taxpayer,” freeze of tax brackets, the 
situation when no return is filed and non- 
residents. It is evident that the types of 
averaging proposed by Bravman and Spen- 
cer and discussed by Cowing are more than 
simple ameliorative devices to relieve the 
inequities of specific instances of fluctuat 
ing income. The proposals are offered in 
response to “a great deal of the patchwork 
which has resulted in our present income- 
tax law . [resulting] from a recognition 
of hardship from the use of the arbitrary 
twelve-month period aio 


Averaging Proposals Criticized 


Correspondents criticized proposals pre 
sented by Mr. Cowing. Characterizing the 
Bravman and Spencer plans .s “well con 
ceived in that they apparently benefit the 
taxpayer,” one correspondent says: “Mr 
Cowing tailed, however, to propose a plan 
for replacing the lost revenue.” ” Another 
believes the specific averaging proposals to 
be “unrealistic and unsound economically,” 
and that they “would create inequities rath-e1 
than remove them.” He says that “the 
taxpayers most likely to lose under the plan 
would be the average individual whose in 
come is more or less steady or whose in 
come fluctuates in a normal way due to age, 
experience, and economic changes.”” A 
subsequent correspondent points out that 
the rate structure would adjust revenue to 

“Nathan Wald, 9 Journal of Accountancy 


155 (1953). Mr. Cowing’s letter of reply follows 
in the same issue 
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payers whose incomes are more or less 
steady at $50 a week or $25,000 a year, not 





oo 











requirement. In the same letter he says: 
‘“The only real issue ts whether it is sound 
to tax people with fluctuating incomes in the 
way we do; or to put it another way, do 
people with stable incomes have a vested 
right to sponge on people with fluctuating 
incomes through the increased taxes that 


the latter group pays on the same aggregate 


income?” It is axiomatic that what one 
taxpayer does not pay, others must; that is 
vhy amelhorati devices must be restricted 


to correcting inequities and not permitted 


to extend to granting favoritism. 


An excellent 
the 
previously practiced there 


Aus- 


averaging as 


letter received from 


tralia gives experience of 
“For a long time 
averaging tor rate-hxing purposes 


Was ap- 


plied to all taxpayers. This system, which 
was regarded as a concession to taxpayers, 
began to operate im years when imcomes 


were rising. In the Thirties, when incomes 
fell rapidly, there was so much objection to 
the system that it was withdrawn from all tax 
payers except primary producers: apparently 
primary producers on 


their 


retained for 
that 


it was 


the ground incomes are particu- 


larly susceptible to violent fluctuations from 
year to year. The spectacular rise in wool 
prices in the year 1950-51 and the almost 
equally snectacula fall t! follo 


year produced complications which led to 


agitation from primary producers for abandon 
ment of the system and the present provi 
sions, which were recently introduced, represent 
(Italics supplied.) In rec- 


withdrawal of the 


a compromiis¢ 


ommending system from 
taxpayers other than primary producers as 
of July 1, 1937, a Royal Commission on 


‘Taxation gave reasons 


Averaging of income as a more equitable 
taxation For 
"| 


instance: “The question of whether annual 


basis foy finds other support 


earnings are an equitable basis of measuring 


an individual’s ability to pay must also be 
determined, It can be argued that a large 
income in one year to one with a previously 


J. S. Seidman, 95 Journal of Accountancy 
543 (1953) 
*A. A. Fitzgerald, editor of Australian Ac- 


countant, 95 Journal of Accountancy 672 (1953) 


In theory the assessment of tax at 


tirely satisfactory in its incidence rhe 


he whose income is decreasing 


he would if he were assessed at the 


year of assessment Assessment at an 


rate, therefore, benefits the taxpayer who is 
in the better position to pay and penalizes the 
taxpayer whose means to do so have been in 
paired (Italics supplied.) 


Extraordinary Income 





the 
averaging, 


“the dilemma of 
The advocates of 


gains tax, 


” 45 


cut-rate 


tax. how- 


an average 
rate appears to be attractive, but it is not en- 
tax- 
payer whose income is increasing pays less and 
pays more than 
rate ap- 
plicable to his income of the year preceding the 
average 


low income may not make his ability to pay 
equal to the ability of one receiving a large 
Certainly this 


income trom year to 
is true where, because of the nature of the 


year. 


individual’s business, the income may be 
very irregular. This suggests the desira 
bility of predicating the tax rate on the 


basis of the average of three years income 
or possibly five. However, where income 
decreased, the taxpayer would be at a seri 
ous disadvantage. As an alternative, pos- 
sibly one could use the lowest of the yearly 
the 
Another article is mentioned: 
earnings for last year and the 
that the that? 
In this article is prescribed a proposed new 


pur 


a) 


annual income 
“What were 


incomes ofr average 


your 


vear betore and vear betore 


tax 


a period of five years or longer.’ 


system for averaging income for 


poses over 


Averaging in Relation 
to Capital Gains Tax 
It is natural that averaging is considered 


related to the 
For example: “One excellent suggestion is 


as being capital gains tax. 


contained in the hearings. It was proposed 
that a more careful classification of capital 
transactions be combined with some method 
of averaging both capital gains and ordi 


nary income over an appropriate period, 
thus eliminating the necessity for a diffet 
ential in the tax rate.” * 


Simpler Plan for Averaging 


In Mr averaging, 
“Capital gains and losses would not be dis 
Whatever 


income or deduction in the respective years 


Seidman’s plan for 


turbed amounts entered into 


would stay put in determining the average 


income for the entire period. Once the av 
eraging plan really got rolling, it may very 
well be that the whole idea of capital gains 


and losses, and their segregation, could be 
supply all the 


eliminated. Averaging may 


relief and spec ial consider ation needed ra 
\s to thi pla 1 itsell, M1 Scidman say 
“Saul G. Roman A Basic Philosophy Re 


garding Federal Income Taxation,’’ 24 TAXEs 
277 (March, 1946) 

“Holt, ‘‘Averaging of Income for Tax Pur- 
poses Equity and Fiseal-Policy Considera 
tions,’’ 2 National Tax Journal 3A9 (1949); 
quotation is from review, 28 TAXES 876 (Sep- 
tember, 1950) 


“ Melvin G 
ure Chest 
tortion,’’ 


Dakin The Capital Gains Treas 

tational Extension or Expedient Ex- 
14 Louisiana Law Review 505 (1954) 
quotation is from review, 32 Taxes 600 (July 
1954). The hearings referred to were the recent 
hearings of the House Ways and Means Com 
mittee 
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AMELIORATION 
FOR "SPORADIC" INCOME 





The fact that a degree of averaging 
is to be found in some existing 
provisions of our tax law does not 
necessarily give approval to 
averaging as a formula designed to 
smooth out inequities. 


“The practical American mind . . bends 


pure theory a bit, to make way for some- 


thing simple, flexible and equitable. In that 
spirit, here’s a program that should do 
the trick 


“(1) If the income for the current year is 
lower than the average income for the pre- 
ceding six years, figure the tax on the in- 
come for the current year, just as is now done 


(2) If the income for the current year is 
greater than the average income for the 
preceding six years, figure the tax on the 
basis of the average income for all seven 
years 


“(3) Figure the tax with the use of the 
current rates only, and in this way: Seven 
times the tax on the average income for 
the seven-year period, less six times the 
tax on the average income for the six-year 
period.” 


The philosophy behind the proposal is set 
forth by the author: “The income tax setup 
is such that two people making the same 
amount of money over the same period of 
time may have to shell out widely different 
amounts of tax. Maybe that wouldn't be so 
disturbing if it weren’t for the fact that the 
fellow who is soaked is the one for whom 
we would expect leniency. 


“The farmer who runs the risk of the 
fortunes or devastations of weather; the 
businessmen who must gamble on the ups 
and downs of economic conditions; the 
child prodigy, the baseball star, the actress 

all who have a few good years surrounded 
by a span of barren years; anyone with a 
fluctuating income (a good example of 
which is the professional man)—all of these 
take it on the chin while the guy who plays 
it safe and basks in the comfort of a steady 


income laughs up his tax sleeve.” ” 


Perhaps the last statement is not meant 
literally. Probably, of the millions of tax- 


“J. S. Seidman, a letter, ‘A Plan to Average 
Income and Eliminate Income Tax Inequities,’’ 
32 Taxes 206 (March, 1954). While in this in- 
stance Mr. Seidman appears to write as an 
individual, what he says gains significance be- 
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two taxable years other than the current 
year; and 


payers whose incomes are more or less 
steady at $50 a week or $25,000 a year, not 
many laugh because of the tax advantages 
they derive from the inequitable taxation 
of a relatively small but significant group 
of taxpayers whose incomes fluctuate. The 
differential would not be that great for the 
majority of taxpayers. But the emphasis of 
repetition prevents any misunderstanding of 
the purpose of the proposed averaging. For 
example: “At present, the fellow who has 
been playing it safe, through a steady 
income, has been riding the back of the 
fellow with the fluctuating income. The 
fellow playing it close to the vest has 
gotten the benefit of lower rates because the 
people with fluctuating incomes have been 
the fall guys and have paid a higher tax 
than they should.”®” It should be noted, 
however, that the proposed averaging would 
extend to all kinds of income, including 
income from inherited property or securi- 
ties, perhaps enjoyed by “the guy who plays 
it safe and basks in the comfort of a steady 
income.” The question is asked: “For 
instance, a taxpayer of small income in- 
herits a fortune in securities. Income and 
taxes increase. Should taxes be reduced by 
bringing into the average six lean 
wHe6.<. ° 


Averaging Evaluated 


Despite its enthusiasts, averaging has its 
doubters, as has been shown. Where the 
system has been tried and found wanting, 
the experience is not easily forgotten. The 
fact that a degree of averaging is to be 
found in some existing provisions of our 
tax law (notably carry-back and carry- 
forward of net operating losses and spread 
ing back of long-term compensation) does 
not necessarily give approval to averaging 
as a formula designed to smooth out 
inequities 

Accepting the more or less collective 
diagnosis of Cowing, Bravman, Vickrey, 
Spencer and Seidman, that inequities are 
now borne by taxpayers whose incomes 
fluctuate, the question remains whether 
averaging is the remedy Many not now in 
favor of that device would welcome some 
form of modern, progressive, cumulative, 
long-period, complicated averaging as the 
remedy if it would definitely remove the 
“baffling unsolved problem” of the capital 


cause, among other positions held, he is a 
member of the Advisory Committee to the Com- 
missioner of Internal Revenue 

" Letter cited at footnote 42, p. 208 

“ Letter cited at footnote 24, p. 426 
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they apply only to extraordinary incom 
Bangs notes the complexities involved in 


















“the dilemma of the cut-rate 
The advocates of averaging, how- 
Ac- 
cordingly, if averaging were introduced it 
might constitute new favoritism, to be ex- 
tended to many taxpayers now enjoying 
capital gains treatment, because these two 
of taxpayers with capital 
gains and those with fluctuating incomes) 
while not the same, certainly overlap. It 
is not a question of loss of revenue, but of 
would make the Another 
disturbing factor is the proposed favoritism 
the option to pay the the 
average or actual net income 


gains tax, 


ant 


ever, do not emphasize that aspect. 


groups (those 


who up loss. 


in on lower of 


Weighing equitable treatment as against 
complexities, the equitable 
treatment should be sought. This does not 
mean that favored treatment is equitable, 
nor does it mean that difficulties should be 
ignored. 


accompanying 


Perhaps it is too late to quote 
Louis Shere said in 1949 concerning 
difficulties: ‘Administrative 


what 
administrative 


feasibility has constituted a major block 
to the acceptance of any of the abundant 
supply of averaging proposals, and may 


continue to do so unless the bookkeeping 
of the Bureau of Internal Revenue 
changed to furnish more readily an indi 
vidual income tax account for a period of 
years.” Nevertheless, even if 
such problems are solved, a reading of the 
plans of that now 
offered does not seem to confirm their pro- 
claimed “simplicity.” 
great, but 
pared to the 


18 


several 


matiy averaging are 
The complexities are 
arithmetical, com- 
legal scheming that surrounds 


basically as 


the capital gains tax. Accompanying the 


heavy arithmetic is the burden of repeated 


reference to prior returns, cumulative fig 
ures requiring revision every time a prior 
return is amended or revised by review 
Inasmuch as averaging would scarcely af- 


fect the little taxpayer,” it may be assumed 
that those affe cted would be able to employ 


helpers to compute their taxes. Because 
Britain, Australia and Wisconsin failed, it 
does not follow that others may not find 
an answel! 

‘ In an attempt to reach a better solution, 
various devices for averaging capital gains and 
losses have been proposed from time to ‘time 
In recent years the averaging idea has been 


extended by some to cover all highly fluctuating 
incomes and in the instance of cumulative 
averaging even all incomes.’ Work cited 
at footnote 8, p. 305 Footnote 11 therein 
reads ‘Simons, op. cit.: Vickrey, Journal of 
Political Economy, June 1939, and Agenda for 
Progressive Taxation, p. 166, Roy Blough, Aver- 
aging of Income for Tax Purposes, Accounting 
Review, Jan. 1945, p. 86.’ 


as 


Extraordinary Income 


a substantial item of income maturing over 


a number of years and appearing in one 


bracketing, such as is now 


AMELIORATION 
FOR *‘SPORADIC"’ INCOME 


Until averaging is tried, it is permissible 
to look at other proposals designed to miti- 
gate the tax burden of fluctuating income 
Addressing themselves to the problems of 
the creative artist whose “sporadic” income 
rarely falls within the old Section 107 or its 
successor,” and who, incidentally, finds no 
relief in Section 1235 of the 1954 Code 
(extended to sale or exchange of patents), 
George T. Altman and Richard L, Rykoff 
evolve an idea which extends beyond the 
immediate problem discussed. Concerned 
with the writer, painter, composer or other 
artist whose efforts have resulted in little 
or no income for many years, and who by a 
few weeks’ work then produces a money 
maker, the authors point to the weakness 
in the old Section 107, not since corrected. 
They conclude: “The only solution is to 
generalize the income. Simplicity and 
justice also require that the relief be ex- 
tended to income from personal services of 


any class.” Concretely, their proposal reads: 


“Tf the adjusted gross income of the 
taxpayer for the taxable year (referred to 
in this subsection as the current year) is 


at least eighty per cent of the aggregate 
adjusted gross income for any three con 
secutive taxable years including the current 
year, and at least eighty per cent of such 
adjusted gross income for the current year 
to 
income or gains derived from property which 
is a product wholly of the personal ‘efforts or 
of the taxpayer, then in that event 
the tax for the current year shall be limited 
to an amount computed as follows: 


is attributable to personal services, or 


labor 


“(a) 
income for 


Divide the aggregate adjusted gross 


such three consecutive taxable 
years by three 

“(b) Determine the 
years by using the amount so computed as 


the adjusted all 


tax tor each of such 


gross income with other 


factors unchanged; 


“(c) Add together the increases resulting 
from such computation in the taxes for the 


“ ‘American Tax Problems in 1949,"’ 
369 (April, 1949) 

“ “For the low income groups, the only kind 
of averaging that would amount to much in 
volves the carry-back and carry-forward of un- 
used personal exemption. This procedure would 
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entail substantial revenue loss and higher mar- 
ginal rates to recoup the loss Would it be 
equitable to confine averaging to the upper 
income groups?’ Article cited at footnote 46, 
p. 373 

“1954 Code, Secs. 1301 and following 
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Cali- 
fornia for capital gains which are separated 


done by 





two taxable years 


other than the current 


year; ana 


(d) Add 


computed tor the current year 


such amount to 


The amount so re sulting shall be the tax 
tor the exceed the 
amount computed without the benefit of this 

ubsection In the 


current year, not to 


event a computation 


under this subsection refund 


shall be 


paid on the amount of such refund.” ” 


results in a 


for the current year, no interest 


Superficially this ameliorative device may 


cific kind of averaging - te 


al das : / 
is added 


broad 


correct There 


howe ver, in the 


a spec ime ime quity 


signiticance, defini- 


tion of fluctuating 


ncoine irom personal 


ervices It is this generalizing 
make 3 the proposal a 
olution of the 
vhether 


ervices or other services 


which 
contribution to the 
taxation of extraordinary 
from Section 107 
The idea should 
extraordinary in 


P indeed extraordinary 


income, derived 


he extended to include 


come trom alt ource 


kind, 
the point of embracing capital gains 
would 


already 


income of any thus generalizing to 


Avert 
that, in a 


aging accomplish just 


manner discussed, but 


averaging 


also averages net income less d¢ 


mcorme 


ductions—other than extraordinary income 


this 
extends 


There seems to be m 
broad 


amelioration to instances in 


good reason for 


sweep ol 


averaging which 


which income 


increases because of receipts or gains not 


income of the kind 
a period of years but 


related to extraordinary 
whi h 


which falls in one year 


matured over 


The generalizing idea of Altman and 
Rykoff may be integrated with an averaging 
proposal for capital gains and losses referred 
to by this would have divided 
total capital gain or loss by the 
held and 


wain (or 


Bangs 
number of 


taxed such annual averagrte 
reduced tax 


years 


for such annual aver 


age loss) at the current rates applicable to 


rdinar. 


ncome If this method wer 
ipplied to all kinds of extraordinary income, 
the problem of sporadic income would be 
Note that this method, and the 
Altman and Rykoff, separately 


differ averaging in that 


solved 
method of 


or together, trom 
” “Sporadic Income 
229 (March, 1950) 
” Article cited at footnote 4, p. 39; 
quoted in more detail above (see pp 
* See p. 357 
Work cited at footnote 8, p. 317: ‘The 
existing tax treatment of capital gains and 
losses is clearly the product of long legislative 
experimentation. It would be foolhardy to pre- 
dict that it will not be modified further, per- 
haps radically Nevertheless, barring major 
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A Solution,’’ 28 TAXEs 


already 
356-357 ) 


May, 


1955 @ 


they apply 


mly to extraordinary incon 


tangs notes the complexities involved in 
ites involving the “several 
elements of gain or loss with different hold 
ing periods.” For each | 


two combined, there 


the proposal he « 


proposal, or thi 
is the question of the 
returns 


number of years’ 


affected 


At this point reference may be made to 
Mr. Reno’s proposal, already quoted.” Here 
old Section 107 treatment is 
capital gains and losses 


required and 


extended to 
Again complexi- 


ties remain, especially the number of years’ 


returns involved 


PROBLEM OF EXTRAORDINARY INCOME 


It is in this background of capital gains 


and long-term 


losses, compensation, pro- 


posals for alternative 
inequitable 


Income 


and 
mitigating the 
extraordinary 


averaging 
proposals tor 


taxation of that a 


new method seems to be required to deal 
with extraordinary income It may be 
untimely to discuss a substitution for the 
capital gains tax.” 
added: 
sale or 


A new feature has been 
the extension of its benefits to the 
patents.” It is re 
ported that an easing of the tax is contem- 
plated. Long-term compensation and the 
like are not unduly but sporadic 
other extraordinary income do not 
receive comparable treatment. Averaging 
is proposed by an array of authorities. The 
question remains whether piecemeal legis- 
lation directed toward ameliorating the tax 
consequences Of various 


exchange of 


favored, 
and 


kinds of extraor 


prob 


lems and resulted in new inequities, and, if 


dinary income has not raised new 
so, whether averaging 


, With its broad sweep 
(broad 


enough to dispose ot the capital 
gains dilemma, if that is intended, but also 
broad enough to favor 

nary 


fluctuations in ordi 
income) is the method which circum 


stances require 


In place of the capital gains tax, instead 
of the old Section 107, in lieu of piecemeal 
legislation ameliorative of taxation of vari 
ous kinds of extraordinary income, 
substitution for 


that 


and in 


averaging, it is proposed 


“where fluctuating income arises from 
alterations in the general income tax structure 
it is reasonable to expect that the same group 
of competing considerations that governed Con- 
gress in evolving the present treatment will 
continue to be coercive, though they will doubt- 
less vary in relative strength from time to time. 
Consequently, changes that retain the essen- 
tial form of the present treatment are more 
likely to receive near-term serious consideration 
than others.”’ 

* 1954 Code. Sec. 1235 
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SR. Sa 


a substantial item of income maturing over 


a number of years and 


year, amelioration . 


appearing in one 
.. [should] be granted.” 
Such extraordinary income is defined as con- 
“all substantial items of income 
received in a year but which matured over 


” 


Sisting ol 


a period involving two or more tax years 
Substantial is 
ot adjusted 


receipt o 


defined as “75 per 


the 


cent 


gross income in year of 


accrual 


In recognition of the point made by Alt 
man and Rykoff, quoted above, some way 
should be found to include “income at- 
tributable to personal services” or “income 
or gains derived from property which is 
a product wholly of the personal efforts or 
the 


mind 


labor of 


taxpayel These 


relief 


authors 


have in for writers and artists 
whose particular work was produced in one 
but who had 


of effort preceding success 


yeal a record of many years 
It is here pro 
posed, therefore, to broaden the foregoing 
definition of extraordinary income to include 
income from personal services derived from 
the a period ot 


years but not previously resulting in gross 


etiorts ot kind mad 


ove! 


income Such income should be rewarded 
matured a number of 


according to circumstances, 


as having over years 


but not exceed- 


ing five years, and should be rebracketed 
accordingly 
“REBRACKETING” PROPOSED 


The degree of amelioration proposed is 
the rebracketing of this extraordinary in 
come, or extraordinary losses. The method 
first the current 
that the extraordinary in 


which 


attributing to 
part of 


consists in 
tax year 


come represents a proportionate 
the number of tax 


the extraordinary income 


amount based on 


years 
which 


matured 


over has 
Then the balance is brought into 


the current tax year to be taxed in the same 


bracket as the portion first attributed to 
the current year. The proposal is sup- 
ported by an example.” If there were two 


items of extraordinary 


they 


or more income in 


would | ( 


a tax year, aged for re 
‘Letter cited at footnote 24, p. 426. Where 
extraordinary losses, such as capital losses 


exceed 
amount 


which matured over a period 
extraordinary income, the 
should be similarly rebracketed 

* Note that while Altman and Rykoff's article 
appeared in the March, 1950 issue of TAXEs, it 
was not followed by Woods in letter published 
in the May, 1954 issue. It is followed here 

* Letter cited at footnote 24, p. 427. Briefly 
if $30,000 extraordinary income received in a tax 


of years, 
negative 


year matured over a period of five tax years, 
four fifths thereof would be temporarily ex- 
cluded from the tax computation and then in- 


Extraordinary Income 


bracketing, such as is now done by Cali- 
fornia for capital gains which are separated 
into hve categories.” In 
noted that prior 
or referred to in any 


of the current year 


conclusion, it is 
no returns are kept open 
way. Only tax rates 


are applicable. 


Two criticisms were made of this pro- 


One, given orally, stated simply that 
perhaps by reason of extraordinary income 


posal 


appearing in a year of otherwise unusually 
low income, undue benefits would be derived 
by placing the extraordinary 
unduly low 
appears to be to 
lost by 
matic presentation.” 


income into 


brackets. The other criticism 
the same effect, but is 
reason of its form of dra- 
Nonetheless, the point 


deserves consideration 


almost 


Mr. Werner 
has two characters, N. Advisor, a noted tax 
counsellor, and A. Writer, a technical maga 
zine editor earning $25,000 per year, after 


In an “imaginary scene,” 


deductions and exemptions 


On January 2 


1955, Mr. Writer sold a book for $300,000 
which had been five years in the writing. 
Point one: Mr. Advisor applies the Woods 


rebracketing plan to shov 

a tax of $270,570 there 

$231,500. In 

old 
plan 1S 

good, Point 

develop or 


that instead of 
would be a tax of 
words, as in the 
107 or averaging, 
ameliorative So 


other 
Section 


case 
the 


lar so 


of either 
proposed 
two In order to create, 
the 
his 


that 


out a weakness in 
Mr. Werner depicts 
counsellor” as proposing 

take a leave of absence for the 
1955. Mr. Werner know 
who would suggest that an 
editor of a technical magazine disregard the 


point 
proposed 
“noted tax 


Mr. Writer 


entire 


plan, 


year may 


tax counsellors 
interests of his magazine and sit it out fora 
year, without notice; abandon fringe bene 
fits consisting of contractual pension plan 


benefits and the like; disregard his own 
careet and acquire a reputation for irre- 
sponsibility Such tax counselling used to 


be advertised by mail but is hardly resorted 
The effect, 
more 

to $171,600 and to 


to by a “noted tax counsellor.’ 


ot course, 1s to save 


the tax 


even taxes, to 


reduce suggest 
cluded in brackets 
there appears 
the tax year 

‘For instance: Total extraordinary income 
$50,000 (of which amount $30,000 igs attributable 
to five tax years and $20,000 to four tax years) 
attributable to current tax year, $11,000 (one 
fifth of $30,000 plus one fourth of $20,000): tax 
at current rates on $11,000 in the several brack- 
ets in which it falls, say, $3,300, an effective 
rate of 30 per cent Rebracketing tax would 
be $11,700, being 30 per cent of $39,000 

”" Bernard Werner, a letter, 32 TAXES 
(July, 1954). 


identical with those in which 
the $6,000 deemed attributable to 


604 
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that if there 
even lower.” 


were losses the tax would be 


Regardless of M1 
improbabilities, it is 
unusually 


Werner’s skit, and its 
true that a 
income (or no income, as 
Mr. Werney postulates), or a year of losses, 
added to 


anomalous situation, 


year of 
low 


amelioration, might produce an 


This is so, regardless 


1 whether amelioration is 


under the re- 
bracketing plan, Section 107, averaging o1 
method of 


the net 


any other 


amelioration which 


rests upon 


If the 
should be 


simple It 


income as a whole 


criticisms are 
modified The 
would involve 


sound, the plan 
appears 
to the 
tax return of the prior year, a complication 
not to be desired, but small compared to 
the like complications of averaging and 
other ameliorative proposals, and relatively 
unimportant in that it 


distortion 


remedy 
reterence 


would only apply 
(whether contrived by 
appearing by 
abnormally income in 
the year of receipt of extraordinary income 
lo meet the situation, the Commissioner 
should be rebracket the 
extraordinary income according to the tax- 


whe re 
“Mr 


resulted in an 


Advisor” or accident) 


low 


empowered to 


able income of the preceding tax year in 


stead of the current tax year 


CONCLUSION 


The rebracketing plan is something of a 


synthesi ot other 


ameliorative arrange- 
For its defini- 


income it 


ments, existing or proposed 
tion ol 
Altman and 
Section 107 and 
t} 


he concept to go beyond 


extraordinary follows 


Rykoff in 


income 


generalizing old 
further 
both 


sporadic income 


broadens 
long-term 


compensation and 


Irom 
ial service to include all extraor 
income, 
of the 
crowded 
there 


brackets, the 


dinary even capital Con 


inequity of 


gains 
irregular income 
into one year’s tax return 
and being piled up into the 
rebracketing proposal 
averaging, 
and the weighting 


act ording to the 


higher 
recog- 
SOME features oft 


of Section 107, 


Reno's 
gains number 

yver which the 
propo al 


proposal 


gain matured, as 


mentioned by Bangs; the 


offers comparable amelioration 


In contrast to the 


treatment, the 


existing capital gains 
rebracketing proposal offers 
0 per cent reduction in 


any item ol! 


* Likewise, Mr 
real man (a 
roots), but 
playing a 
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Writer appears not to be a 
person with social or economic 
just a ‘‘tax-avoidance’’ character 
role in a tax scheme which treats all 


May, 


1955 @ 


taxable income, and unlike averaging, re 
bracketing does not extend favored treat 
ment to income which fluctuates other than 
by reason of its extraordinary nature: in- 
come maturing over a 


received in one year. 


number of years 
Whereas capital gains 
now enjoy a ceiling or cut-rate tax rate, 
under rebracketing, along with other kinds 
of extraordinary income, capital gains and 
merely be applied to tax 
brackets deemed appropriate according to 
the period of asset-holding. Rebracketing, 


well received 


losses would 


for this reason, would not be 
by taxpayers whose incomes include large 
amounts of capital gains; they would pre 
fer the favored treatment they now enjoy 


In granting 
not sacrificed 


amelioration, simplicity 1s 
The plan is free of the 
complications of the capital gains tax, of its 
alternatives proposed by Reno or mentioned 
by Bangs. It is far simpler than averaging, 
particularly in not keeping open prior re 
turns. It is less complicated than existing 
amelioration of long-term compensation and 
less complex than Altman and Rykoff’s ex- 
tension thereof to include sporadic income 
It is not claimed for rebracketing that its 
definition of extraordinary income, however 
carefully drawn, would not be the subject of 
litigation, as is the definition of every cate 
gory of income or deduction offering differ 
ential treatment It that bi 
would be put to 
maneuvering comparable to that now used 
to convert ordinary into capital 
A field of litigation is circumvented 
need for continued 
eliminated In short, extraordinary 
defined, the need for 
treatment is recognized, and 
is provided for without favoritism 


seems cleat 


ending favoritism an end 


income 
gains 

and the 
vision 


legislative re- 
income is special 
amelioration 
and by 
means of a simple arrangement 


SUMMARY 


The rebracketing plan as now proposed 


may be summarized as follows 


Define extraordinary income (and losses 
or deductions) as amounts reportable in one 
which are attributable to 
years on the 

periods 


tax year two or 


maturing 
Include capital gains 
and losses and sporadic income 


more tax basis of 


or holding 


Define sporadic income as being received 


from personal services of the kind made 


business transactions from the point of 
of the latest available tax trick, 
all business consequences. 


view 
disregarding 
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over a period of years but not previously 
resulting in gross income of $5,000 in any 
one tax year. Grant sporadic income a 
status of being attributable to a maturing 
period not exceeding five years. 

Extend ameliorative or corrective treat 
ment to aggregate net extraordinary income 
(or net extraordinary deductions) if equal 

5 per cent of adjusted gross income 
(including net extraordinary income) in the 
year of reporting. 


to 75 


Amelioration consists of computing an 


alternative tax in two parts: first, a tax 
on the net 
of the net extraordinary 


extraordinary 


income including only so much 
income (or net 
deductions) as is propor 
attributed to current tax 
second, a tax on the amount of 


tionately year; 
extraordi 
proportionately attributed to 
computed at the effective rate 


applic able to the 


nary income 
prior years, 
brackets in which the 
portion of net extraorl 
falls. In the 


deductions, the 


current tax year’s 


dinary income event or net 


extraordinary second part 
would be a negative 


constitute a tax credit 


alternative tax 
and would 
against the first part. 


of the 
amount 


Provided that in instances in which the 
current tax year’s net income (as adjusted 
for the first part of the alternative tax) 
is less than 50 per cent of the net income of 


the preceding year (exclusive of net operat 


ing loss deduction), the second computation 
should be made on the basis of what the 
current tax year’s rates and brackets would 
be if the current year’s net income (as 
adjusted for the first part of the alternative 
tax) were equal to the preceding year’s net 
income (exclusive of net 
deduction). 


operating loss 


Whenever amelioration is claimed, allow 
no carry-over or carry-back of net operat 
ing loss to the current tax 
deduction 
able should lapse. 


year; the net 


otherwise allow- 


loss 


operating 


The proposed rebracketing plan should 
be an anathema to all who now enjoy or 
seek alternative but it 
may perhaps be acceptable to those who 
seek and would be satisfied with equitable 
treatment for extraordinary which 
fluctuating The plan will 
have accomplished part of its objective if 


favored treatment, 


factors 
cause 


incomes, 
its presentation in the background of alter- 


native arrangements merely serves as a 
to which 
the capital gains tax and proposed averag 
ing diverge from equitable treatment, con 
trasted to the simple, straight line of 
corrective treatment which is achieved by 
Sections 1301 to 1304 in the limited area 


of long-term compensation and back pay. 


[The End] 


plumb line to measure the extent 


$119 PER PERSON SPENT BY STATES IN FISCAL 1954 


With all the recent 
about the size and 
liness of the federal government, the 


talk in 


increasing 


years 


cost 


fact that state governments are spend 
ing more and more revenue dollars is 
sometimes underemphasized. An April 
19 Department of Commerce report 
for fiscal 1954 supplies some emphasis 
The bill $18.686 billion, or $119 
a person. 


This total includes 
billion paid out as 
compensation and 
ment 


more than $2 
unemployment 
employee retire 
benefits and for other state in 
surance trust systems. It also includes 
$803 spent by liquor stores 
operated by 16 states. The remaining 
total, general expenditures, amounted 
to $15.787 billion, up 7.6 
from the previous year. 


million 


per cent 


The report said: “State revenue in 
1954 was $18,834,000,000. General reve 
nue, excluding insurance trust and liquor 


Extraordinary Income 


store amounts, totaled $15,299,000,000, 
or 5.4 per cent more than in 1953. Of 
this amount, State taxes provided 
nearly three-fourths; 19 per cent was 
intergovernmental revenue, mainly 
Federal aid; and nine per cent came 
from charges and miscellaneous non- 
tax sources. 


“State debt outstanding rose 22.7 
per cent during fiscal 1954 to a new 
high of $9,600,000,000 at the end of 
the fiscal year [see the cover]. This 
record rise resulted from total borrow 
ing of $2,239,000,000 against which debt 


redemption totaled only $497,000,000. 


“From 1953 to 1954 general revenue 
was up in 43 States, general expenditure 
increased in 40 States, and the volume 
of debt outstanding 


Summary 


was up in 32 
States. figures for each 
State appear in the report, 
Summary of State Government Finances 
in 1954.” 


Census 





Fairer and More Equitable, 


the New Law Should Prove Easier 


to Administer than the Old 


Did the Revenue Act of 1954 
Emasculate Section 102 of the 1939— Cc 


result of the pressures 


p* RHAPS as a 
exerted before the enactment of the 
Revenue Act of 1954, 
ception has grown among businessmen and 
effect that 
to a large extent miti 


a popular miscon- 
some tax practitioners to the 
the new tax law ha 
gated the effectiveness 
improper accumulations of 
ings. ‘This assumption is superficially cor 
made under the 
lich softened the 
d Section 102 by 


inequities and by 


changes 
Code, wil 
] 


of the o 


roborated by the 
1954 


harsh features 


Revenue 
removing some or its 
the small 
position 
Although 


fairer and more equitable law, Congress, in 


placing corporation in a more 


favored 
create a 


these changes did 


no uncertain terms, indicated its intention 
to perpetuate the basic provisions embodied 
Code The Senate 
report (Eighty-third Congress, Second Session, 


Senate 


in the 1939 committee 


Report 1622 (1954), page 68) stated 
“The House and your committee believe it is 
retain the 


necessary to penalty tax on un 


reasonable accumulations as a safeguard 


against tax avoidance Its desire to create 


a more equitable approach to this problem 
is set forth in this same report, which con 
“However, several amendments have 
adopted to threat to 


corporations accumulating funds for legiti 


tinues 
been minimize the 
mate business purposes and to restrict the 
application of the provision in the case ot 
small companies.’ 

briefly 
changes made by the new law. The exclu 
first $60,000 of accumulated 
earnings will benefit only new corporations 


Let us now consider some of the 


sion of the 


and those which have not as yet 
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accumu- 


of the penalty for. 
2 
corporate earn- 
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lated this sum. Section 534 shifts the bur- 
proof to the 


Court proceedings. 


den of Tax 
This applies only where 
the issue relates to the portion of earnings 
which is accumulated 


year for the 


government in 


taxable 
the busi- 


during the 
reasonable needs of 

ness. In order for the burden of proot 
to be shifted, the taxpayer must submit 
a statement indicating why the needs of the 
business required the 
profits 

frivolous but 
ported with 
committee 


retention of earnings 
statements 
must be 


and These cannot be 


specific and sup- 
sufficient facts. The Senate 
report (cited 315) 


says that if the taxpayer presents grounds 


above, page 


in his statement which are not supported 
by facts sufficient to show the basis thereof, 


the burden of such 


proot with respect to 
must be borne by the taxpayer. 
533(a) is the old Section 102(c) 


with unimportant changes in wording, 


grounds 
Section 
and 


continues to place the burden of 


proving 
reasonableness on the corporation. 


Probably the 
embodied in Section 535(c), which permits 


most significant change is 


as a deduction from “accumulated taxable 


income” an amount retained 


from current 
reasonable needs of the 
Under the 


accumulation of 


earnings for the 


business. 


previous law, if an 


improper earnings was 
determined for any year, the entire income, 
after some adjustments, was subject to the 
surtax. No longer need the taxpayer fear 
that while he is confident that he can jus- 
tify the accumulation of most of the earn- 
ings, the fact that he is less certain about 
a minor part of the accumulations may sub- 


ject the entire accumulated earnings to the tax 
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By IRWIN BERGER, CPA 
Norfolk, Virginia 


Section 537 is a corollary to the section 
discussed and 
tersely 
of this part, the 


above consists of one sen 


tence which states: 


“For purposes 
term ‘reasonable needs of 
the business’ includes the reasonably antici 
pated needs of the business.” The Com 
missioner can no longer insist that earnings 
be invested immediately in the business to 
escape the tax if there is an indication that 
future needs require an accumulation. The 
Senate committee report however, 
that this section does not prevent the appli 
cation of the tax if the future needs of the 
business are vague or if plans for the future 


states, 


use of the accumulations are indefinite. 


To the corporation which conscientiously 


reviews its retained earnings each year, 
Section 563 of the new Code provides some 
what of an that it 
considers a dividend paid within 24% months 
after the close of the taxable year as paid 


during such taxable year 


“escape” provision in 


Many businesses 
find it difficult to properly evaluate their 
status relative to improper 
mulations until after the 


They are now to 


surplus accu- 
taxable year has 
ended some extent ol! 


fered the benefit of hindsight. 


The Senate 


the controversy 


committee report mentions 


over the use of retained 
earnings to acquire other business enter 
prises, especially in the case of the controlled 
subsidiary corporation 
both 


The committees of 


Houses agree that the ownership of 


Old Section 102 and the New Code 


80 per cent or more of the voting stock 
of another corporation places the taxpayer 
in the position of directly in the 
business of the subsidiary and thus properly 

However, the 
failed to include 


Whether 


will 


engaging 


investing its earnings 
Code 
test 
reports 


pro 
any 

legislation 

this 


visions of the 
mention of this 
by committee prevail in 
area remains to be seen. 


The Revenue Act of 1954 has disposed ot 


some of the unpopular features of the prior 
law. The penalty can 


against a part of the year’s accumulated 
income, Small and 
tions are given special credits 


now be asserted 


taxable new 


corpotfa 
The defini 
needs of the business 
has been expand d to include the reasonably 
anticipated needs 


tion ot the reasonable 


is without 
than its predecessor 


to have a tax at the 
same rates as before on 


The new law 
doubt more equitabl 


However, we continu 


“every corporation 
availed of for the purpose 
income tax with respect to 


its shareholders ae >, 


formed or 


ol avoiding the 


permitting 
to accumulate instead 
distributed.” (Section 
We can foresee a continuing diver 


earnings and profits 


of being divided ot 


) 


532(a).) 


gence of opinion between 


and 
which por 
tion of a corporation’s earnings 


taxpayer 
Commissioner in establishing 
were re 
tained for the reasonable needs of the business 

As long as dividends remain substantially 
taxable to the individual, a tax on retained 
earnings will be a part of the tax law 
Congress has always recognized the predi 
lection of stockholders of small, closely held 
corporations to within the 


income 


leave earnings 


rather than 


at individual 


corporation pay taxes 


rates on income previously 


taxed to the corporation. After the adop- 
tion of the Sixteenth Amendment, the 
Tariff Act of 1913, in addition to a normal 
income tax, provided an additional tax on 
the income of individuals who “fraudulently” 
permitted profits to accumulate beyond the 
reasonable needs of the business. A similar 
provision has been a part of the income tax 
laws until this very The only im 
portant change in its application came with 
the Revenue Act of 1921, which transferred 
the tax burden to the 
result of the Eisner v 

(1 ustc J 32, 252 U 


day. 


corporation as a 
Vacomber 
S. 189). 


decision 


Our study of the new accumulated earn 
ings tax provisions reveals little cause for 
optimism concerning an abatement in its 
enforcement by the Internal Revenue Serv 
ice. We may expect a wider application 
of its provisions than heretofore 
liberal features of the 


‘The more 
and the 
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avowed desire of Congress to minimize its We can anticipate similar determinative 
threat to corporations accumulating funds standards under the 1954 Revenue Code. 
for legitimate business purposes may remove 

In considering the precautionary meas- 


ures to be taken to avoid the threat of the 
accumulated earnings tax, the borderline 
corporation should review in detail the les- 
sons left by the cases in this field. Some of 
these which have general application include: 


from its scope many businesses previously 
covered Nevertheless, this very liberali- 
zation may prove a boomerang to these 
enterprises actually making improper accu- 
mulations by accentuating their violations. 
The fair-minded revenue agent who was 


reluctant to invoke the penalty because it (1) A sound 


reason tor anticipating an 
subjected an entire year’s earnings to the 


increase in the company’s business is suff- 
tax, is now ovided with the incentives of cient justification for the retention of earn- 
ection 0 For similar reasons, the ings to be used for expanded facilities 
courts may be more inclined to support 


) - . , . ¢ Co " 
the Commissioner \ fairer and conceiy (2) Retention ol current earnings will 
ably more popular law should prove easier be justified if the previous earnings 
to administer than one which is constantly record of the company indicates that future 
the target of criticism. earnings will be adequate to provide the nec- 


essary funds for the contemplated expansion. 
If wider enforcement is to prevail, it ‘ P I 


would be wise to review the rule-of-thumb Annual studies should be 


made by every 
tests previously issued by the Service to corporation to determine its potential vul- 
the examining agent to guide him in deter nerability to the penalty rhis can prob 
mining whether a corporation should be ably best be accomplished by combining 
subjected to the penalty. He was instructed this analysis with the regular review of the 
to make specific recommendations if any Of = frm’s annual report. The 2%4-month grace 


lowing conditions existed 


period provided by the 1954 Code should 
give the directors of the company adequate 
opportunity to take appropriate and timely 
action \ periodic review of the company’s 


) The corporation failed to distribute 
at least 70 per cent of its earnings in the 
form of taxable dividends (The Senate 
committee report riticize this type ot . , 

: hy d — pos dividend policies in connection with the tax 
standard as being “erroneous or irrelevant.” ) 


(? 


imposed by Section 531 would also serve 
2) There was investment of earnings in 


} to protect the directors from actions brought 
imrelated securities or properties by minority stockholders in circumstances 
he corporation had made loans to similar to that experienced by the directors 
of the Trico Products Corporation (Mahler 
et al. v. Orshei et al., Supreme Court, New 


York County, No. 28485 (1947)) 


or stockholders (This is a very 
common set of circumstances and seems to 
an important influence on the courts’ 

See Belaire Management Cort 

Dec. 20,205, 21 TC 881, and Plans for expansion or other justifiable 
Corporation, Ltd. v reasons for retaining earnings should be 

rc § 9307, 125 F. (2d) clearly set forth in the corporate minutes 

(Lorre spond nce, estimates, w¢ rk papers, 

The stock of the company was owned engineering reports, etc., should be care 

ly few individuals fully preserved as additional evidenc« In 
Distributions, though over 70 per cent telligent planning and a constant awareness 

of earnings, still appeared inadequate when 0! the tax consequence of all business 
idered together with 


Revie! V1 


he nature or transactions may very well prevent the im- 


ial condition of the business or its position of the Section 531 tax at the reve- 
| 


yr quick-asset position nue agent level [The End] 


“Recognizing, as the President's [1955 Economic] report does, 

that there are some ‘soft spots’ in the economy, 

it appears unreasonable in the light of such testimony to dwell upon these 
uncertainties to the point where one 

can only view the outlook as a whole with misgiving and pessimism. The 
facts simply do not warrant such a view.’'—Senator Watkins, 

Report of the Joint Committee on the Economic Report. 
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The Income Tax Should Be 
Considered as a Dual Tax for 


Jurisdictional Purposes 


Toward a Theory of 


Personal Income Tax Jurisdiction 
By GLENN W. FISHER, Economics Instructor, North Dakota Agricultural College 


N EXAMINATION of the tax laws of 
LC the 
are many 


income tax states shows that there 
possible ways for an individual 
to be taxed on the same income by two or 
more states. 
and 


who have 


An examination of reported 
conversations 
been the 


cases with individuals 


victims of such double 
taxation indicates that a substantial amount 
of this type of double taxation exists. Such 
double taxation of individual incomes by 
states is a source of tax inequity, and seri- 
ously discredits state taxation. Conversely, 
it is also possible under 
individuals to escape 
tire ly, although they 
tax State or 


existing laws for 


income taxation en 
are living in an income 
receiving 
state 


income irom an in- 


come tax 


There are a number of specific sources of 
such multiple taxation or its converse, es 
cape from taxation.’ 
portant 
that 


differing or 


Probably the most im 
single source, however, is the fact 


states impose income 


taxes based on 


unsatisfactory theories of tax 
jurisdiction. Some states impose taxes upon 


» income of residents, 


regardless of the 
source of income, while others impose the 
tax upon all income arising within the state, 
regardless of the 
\ larger taxes 
some or all types of income on both bases, 
making provision for tax credits which, 


commonly, only partially meet the problem 


residence of the recipient 


group of states, however, 


One of the reasons that states have been 


unable to agree upon a basis of tax juris 


diction which will eliminate double taxation 


1 For a brief description of the major sources, 
see Harold M. Groves and Glenn Fisher, ‘‘State 
Multiple Taxation of Personal Income Re- 
examined,’’ 33 TAXES 36-37 (January, 1955). 

? The word ‘‘neutral’’ was seldom used in con- 
nection with taxation until recent years. In 


Personal Income Tax Jurisdiction 


is that an adequate theory of income tax 
jurisdiction has never been formulated. This 
is an attempt to formulate a theory which 
could serve as a basis for agreement among 
the income tax states concerning the proper 
base of 


income taxation 


Concept of Neutrality 


Che term “multiple taxation” is, literally 
and in common usage, too imprecise a term 
to be of much use in formulating a sound 
It will be replaced in 
‘“jurisdictionally un 
Basically, jurisdiction- 
ally neutral taxation exists when no individual, 
piece Of property or act subject to the legal 
tax jurisdiction of more than one coequal tax 


district (state) 


jurisdictional theory 
this study by the term 


neutral taxation.’ 


smaller 
tax by reason of its being subject to such 
dual or multiple jurisdiction. 

Although 
applied 
many other 
the fact that 
different tax 


pays a larger or a 


definition 
difficulty in 


this basic 


without 


may be 
some cases, 
situations are complicated by 
different 


systems, 


states have widely 
impose varying and 
progressive rates on diverse tax objec ts and 
different 
Statutes For 


even ust definitions in their tax 


these reasons it may be very 
difficult to determine whether multiple juris 
diction results in a larger or smaller tax 
To clarify and amplify the basic definition 
and to make it more useful in such circum- 
stances, it is necessary to refer to the way 
in which taxes are computed. 


The tax levy 
is against a tax object. 


The tax object may 


1948, Professor Harold M 
the word might be useful enough to deserve 
wider usage. He proposed that the word be 
used synonyMously with “‘impartiality."’ ‘‘Neu- 
trality in Taxation,’’ 1 National Tax Journal 
18-24 (March, 1948) 


Groves suggested that 
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be a person, a piece of property or an act 
The tax object is given a value which is 
called the tax base.®” The amount of the tax 
is then determined by multiplying the tax 
base by the tax rate 

Since the tax base is a value, it is divisible, 
that is, we may say that a certain proportion 

tax base C lies in tax district X. Neu 
trality requires that proportion to be taxed 
at the same rate as would a similar tax base 
\ lying entirely within the same tax dis- 
trict.’ 

In order to develop a workable formula 
for determining when neutrality exists, it is 
assumed that there are two tax districts, 
X and Y.. Three equal tax bases—A, B and 
C—are assumed, A lies wholly in X. B 
lies wholly in Y. C lies in both X and Y. 
According to the basic definition, the pro- 
portion of C lying in X must be taxed at 
the same rate as is A, while the proportion 
of C lying in Y must be taxed at the same 
rate as is B. Neutrality exists if: 


Te (Pex) (Rx) (A) + (Pcy) (Ry) (B) 
where 
I< Total tax on (¢ 
Pex Proportion of C lying in X; 
Pcy Proportion of C lying in Y; 
Rx Tax rate in X; 
Ry Tax rate in Y 


This formula (Formula 1) is a satisfactory 
test of neutrality only as long as Rx and Ry 
are constants. Income taxes are commonly 
characterized by rates which vary with the 
size of the base. Specifically, income tax rates 
usually rise as the size of the base increases 

that is, rates are progressive. When pro 
gressive rates are involved, Formula 1 is 
not consistent with the basic definition of 
neutrality because the base lying in more 
than one tax district is taxed at a lower 
average rate than is a base lying entirely in 
one district, even when the rate schedule 
is the same in all districts. To apply a 
progressive rate equitably to a part of a tax 
base it is necessary to calculate the tax on 
the entire base and prorate the tax. Thus, 
the formula becomes 


Te Ta(Pex) + Tb(Pcy) 
where 


Ta Total tax on A; 
Tb Total tax on B 


*It may sometimes be more accurate to say 
that the tax object is a value. If so, the tax 
object and the tax base are the same thing 
The distinction between the tax object and the 
tax base is important in a discussion of juris- 
dictional neutrality, however, since a consider- 
able amount of difficulty may be caused by 
failure to recognize that they are not always 
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high degree of agreement upon this matter 
: 4 


This more general form (Formula 2) will 
be used as the test of neutrality. It is inter- 
changeable with Formula 1 if all tax rates 
are proportional. 

This corollary to the basic definition of 
neutrality is not limited to two tax districts, 
but may easily be expanded to include any 
number of tax districts. 

A definition requires no proof. However, 
in a field as practical and important as tax- 
ation, a definition should be useful and con- 
form as closely as possible to accepted usage 
In order to test and illustrate the definition 
of jurisdictional neutrality and its corollary, 
a number of hypothetical cases are presented. 


The simplest case involves two districts 
which levy equal, flat-rate taxes. If we 
assume the rate to be 5 per cent and assign 
a value of $1,000 each to A, B and C, then 
A and B will be taxed $50. It follows im- 
mediately from the basic definition that neu 
trality exists if C is taxed $50, regardless 
of what proportion of it is located in each 
state. If we assume C lies one third in X 
and two thirds in Y, the following substitu- 
tion can be made in Formula 2 


Tc = ¥% ($50) + % ($50) = $50. 


A slightly more complicated case results 
when we assume different tax rates. Hold- 
ing all other assumptions unchanged, assume 
that the tax rate in Y is 3 per cent. Then 


Tce = \% ($50) + % ($30) = $36.67. 


Progressive rates may be introduced into 
the situation by assuming that the rate 
schedule in both X and Y is: 


Brac ket Rate 
$0 —§ 500 2% 


q G 


500.01— 1,000 4% 


A tax of $30 will be levied on A and B. 
Substituting in the formula, we find that: 


Te 1% ($30) + % ($30) = $30. 


Obviously this result is consistent with 
the basic definition of neutrality, and the 
writer believes that it is consistent with 
what is ordinarily understood to be neu- 
trality. 


The most serious limitation upon the us¢ 
fulness of the definition and the corollary 
formula developed here results from the 


the same thing. For example, the fact that 
a piece of real estate (tax object) physically 
lies one half in one tax district and one half 
in another does not necessarily mean that the 
tax base (value) is similarly distributed. 

* This statement is strictly true only if tax 
rates are proportional. Progressive rates are 
considered below. 
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tio 


fact that there is often disagreement as to 
what constitutes the tax base. 
sion Tc Ta( Pex) Tb(Pcy) becomes 
meaningless when there is disagreement as 
to the definition of the tax base, because 
any or all of the terms vary 
result of using different definitions of the 
tax base. The formula could be used to 
establish limits within which the neutral tax 
must lie by computing Tc according to each 
of the definitions and taking the extreme 
values the limits. In most cases there 
seems to be little value in such a procedure 


The expres- 


may as the 


as 


Building upon the foundation provided by 
the definition of jurisdictional neutrality and 
the corollary formula, the formulation of a 
satisfactory theory of tax jurisdiction be 
comes primarily a search for a satisfactory 


definition of 


the income tax base. 


Residence Versus Origin— 
Theory 


The question of whether income tax juris 
diction should be based upon the residence 
of the recipient or upon the origin of the 
income is primarily a question of the nature 
of the tax. 
levied against 


Is it a personal tax or a tax 
the of income 
The answer to this question can be 


process crea 
tion’ 
found only in sound tax theory well grounded 


in reality. 


The nature of a tax depends, in part, upon 
what it is conceived to be What the man 
on the street, the jurist, the political theorist, 
the tax administrator and the legislator think 
of a tax largely what it 
Nevertheless, are limits to the extent 
to which thinking makes it so 


determines 18 
there 
Limits are 
imposed by such exogenous factors as legal 
and theory, 


and econom« 


practice administrative feasi 
bility 


a useful theory 


To formulate 
of income tax jurisdiction 
to 


court decisions, newspapet 


conditions 


it 1s 


neces such 


Sary investigate sources 


as tax Statutes, 
stories, and the statements of tax experts 
When a large area of agreement upon some 
aspect of tax jurisdiction is discovered, that 
agreement provides possible raw material 
for the theory the raw material is 


collected, there still remains the formidable 


nce 


task of assembling it into a logical whole, 
constantly checking it to see that the limits 
imposed by the exogenous factors are not 
If the resulting theory 
faulty—if it is contrary to the conceptions 


transgressed. is 
of any essential group or if important limi- 
tational factors have been overlooked—the 
theory will have little effect upon tax prac- 


tice If, on the other hand, the theory is 


Personal Income Tax Jurisdiction 


n of the stand of earlier committees. By 


Although it is difficult 

to measure the benefits provided 
by a government to its citizens, 

it is not unreasonable to 

assume that income provides a fair 
measure of such benefits. 


sound, it may have an important effect by 
providing a logical framework for reconciling 
jurisdictional conflict. 

The two leading theories of income tax 
jurisdiction are in direct conflict the 
question of the nature of the tax 
and, consequently, upon the question of 
whether residence or origin the prope 
basis of jurisdiction. Both have commanded 
numerous adherents, but neither has been 
widely enough accepted to be an important 
force in achieving jurisdictional neutrality. 


The supporting both residence 
and origin as the proper basis for jurisdic 
tion will be examined, and an attempt will 
made to formulate a more satisfactory 
theory which can be used as the basis of a 
plan to eliminate jurisdictional unneutrality 


upon 
income 


is 


theories 


be 


Case for Residence 


The case for considering the income tax 
as a personal tax to be levied upon all the 
income of residents might be based upon the 
benefit theory of taxation. The state of 
residence provides protection and service to 
its residents and their property. Although 
it is dificult to measure the benefits provided 
by a government to its citizens, it is not un 
reasonable to assume that income provides 


a fair measure of such benefits 


A number of other considerations might 
be invoked to support the « 
jurisdiction upon residence. 
the 


ase for basing 
In legal theory, 
considered to be levied 
against the person, not against the property 
or the which the income 
The personal exemptions and the progres 
sive rate which the in 
tax indicate personal nature. If 
it is an impersonal tax, it can be argued that 
the personal situation of the recipient should 


have no effect upon the rate of the tax 


income tax 


1s 


process creates 


scale characterize 
come 


its 


In four separate reports, issued over a 


period of more than 30 years, committees 
of the National Tax Association have favored 


the theory that the income tax is a personal 
tax levied upon residents in respect of their 


entire income, Although details of the plans 


submitted vary somewhat, there has been a 
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Harding believes that the right to tax any 


high degree of agreement upon this matter 
by the four committees. 


The first of these committees, reporting 
in 1915, quotes with approval the words of 
Mr. A. E. James: 


“The writer believes there are two legiti- 
mate situs claims for taxes—the one where 
tangible property is found, the other where 
the personal owner of that property resides. 
This belief is not founded upon any benefit 
theory of taxation, Wherever property and 
government exist together, even in a wilder- 
ness, there must be means provided for the 
support of government, and property sup- 
plies those means. Wherever persons and 
government exist together the government 
must live and those persons must in some 
form support. ‘The ability to 
in the by capital 
other by 


share in its 


pay 1s measured one Case 


value, in the 


Both Mr. James and the committee con- 
clude that jurisdictional double taxation re- 
sults primarily from the failure to distinguish 
clearly whether persons or things are being 
taxed. The part, consists in 
mcome domicile of the 


income 


solution, in 
taxing only at the 


taxpayer 


“It has already become apparent that in 
the opinion of your committee jurisdiction 
over the person gives jurisdiction over his 
income and that in our plea for a distinction 
between wealth and persons we are urging 
that the former be taxed in the place of its 
location, upon its capital value, and the 
latter in the place of his domicile, with rela- 
tion to his income.” * 


The earlier National Tax Association com- 
mittees concerned not with an indi- 
tax, but with the tax system as a 
whole and, of course, did not deny the right 
of the state where the property is located or 
where income is created to levy a tax, but 
they felt that it should take some form other 
than the individual income tax. This is 
expressed quite clearly in the following pas- 
sage from the report of the 1919 committee: 


were 
vidual 


“Since the purpose of the personal income 
tax is to enforce the obligation of every 
citizen to the government under which he 
is domiciled, it is obvious that this tax must 


5A E. 


of Political and Social Science, March, 1913, 
p. 102, as quoted by Committee on Double 
Taxation and Situs for the Purpose of Taxation, 
Proceedings of the National Tax Association 
Conference (1915), p. 366 

* ‘Report of the Committee on Double Taxa- 
tion and Situs for the Purpose of Taxation,"’ 
proceedings cited at footnote 5, p. 389 
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: James, ‘“‘The Taxation of Intangible 
Property,'’ The Annals of the American Academy 
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be levied only upon persons and in the states 
where they are domiciled. It is contrary 
to the theory of the tax that it should apply 
to the income of any property as such. The 
tax should be levied upon persons in respect 
of their entire net incomes, and should be 
collected only from persons and at places 
where they are domiciled. It should not be 
collected from business concerns, either in- 
corporated or unincorporated, since such 
action would defeat the very purpose of the 
tax. 


“At first thought this proposal will doubt- 
less seem objectionable to many who will ask 
why a state should not tax all income 
derived from business or property located 
within its jurisdiction, irrespective of whether 
the recipients are residents or nonresidents. 
And if the personal income tax were the 
only one proposed, the objection would be 
well grounded. The committee, however, is 
under the necessity of reconciling the con- 
flicting claims of the states, and of doing so 
in a manner that will avoid unjust double 
and triple taxation of interstate business and 
investments 
only 


We, therefore, propose as the 
practicable remedy a which 
each of which is 
fully and fairly the 
legitimate claims of our several states. We 
are elsewhere providing methods by which 
property will be taxed 


system 


comprises three taxes, 


designed to satisfy 


where located and 
business will be taxed where carried on.’ 


The 1933 committee on a model tax sys- 
tem, appointed to review the work of the 
1919 committee, reached substantially the 
same conclusion upon this matter. In fact, 
much of the wording of the report was left 
unchanged from the earlier report" This 
report did go into considerably more detail 
in criticizing the proposal that the individual 
income tax should be levied upon all income 
arising within a state. This undoubtedly 
reflected the increasing extent to which the 
recommendations of the National Tax Asso- 
ciation’s committees that the income tax be 
treated as a purely personal tax had been 
challenged on the theoretical level 
ignored on the legislative level. 

The 
mittee 


and 


recommendation of the 
represents a 


1947 


modifica- 


com- 
considerable 


™*Preliminary Report of the Committee Ap- 
pointed by the National Tax Association to 
Prepare a Plan of a Model System of State and 
Local Taxation,’"’ Proceedings of the National 
Tax Association Conference (1919), p. 438. 


* ‘Second Report on a Plan of a Model Sys- 
tem of State and Local Taxation,’’ Proceedings 
of the National Tax Association Conference 
(1933), pp. 353-420. 
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income tax which was not widely accepted 
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measurement are too creat. 





tion of the stand of earlier committees. By 
this time, state income taxation was wide- 
spread. 


cising 


A majority of the states were exer- 
their legal right to tax upon both 
bases, although many of them allowed either 
residents or nonresidents credit for taxes 
paid to other states. In this situation, the 
proposal that states adopt a purely personal 
type of tax, as suggested in the earlier model 
tax plan, had little chance of adoption. 


However, the committee still maintained 
that residence should have priority and 
recommended that all states adopt a non- 
resident credit upon a reciprocal basis, since 
this type of credit is in accord with the 
fundamental concept of a personal income 
tax.” 


Case for Origin 


The case for the taxation of income by 
the state in which the income is created may 
be rested upon a simple benefit theory. The 
state protects income creating property, en- 
forces contracts, builds carries on 
research, educates the labor force and pro- 
vides many other 
modern economic 


r¢ ads, 


which 
impossible. 
Surely this gives a state the right to tax the 
income created within its borders, regard- 
less of the residence of the recipient. 


without 
activity is 


services 


The mere enumeration of some of the 
provided by the state, although 


providing a justification for taxation, is in- 


benefits 


complete and unsatisfactory as a theory of 
jurisdiction. An adequate theory must take 
into account the functions of the state which 
are more inclusive and intangible. One of 
the most satisfactory attempts to construct 
such a theory is that made by Arthur 
Harding.” 


Leon 


Harding, writing at a time when many 
people believed the United States Supreme 
Court toward the elimination 
of conflicting jurisdiction, attempted to dis- 


cover! a 


Was moving 


basic principle underlying court 


decisions upon tax jurisdiction which would 
Although 
the approach made to the question is from 
a legal viewpoint, his theory is not a nar 
rowly legalistic one, but a 
relationship of the 


serve as a basis for such a move 


theory of the 
state and the economic 
system which may well deserve more atten- 
tion from students of government and public 
finance than it has received 


* ‘Report of the Committee on Multiple Per- 


sonal Income Taxes,"’ Proceedings of the Na- 
tional Tax Association Conference (1947), pp. 
308-312 
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Such a mea- 


behalf of 





Harding believes that the right to tax any 
subject—whether that subject be person, 
property, act or income—rests upon the in- 
tegration of that subject into the economy 
of the state in question. He conceives of 
function of the state as a 
single, complex, interrelated one made up of 
men, the labor and acts of men, and prop- 
erty—its use, enjoyment, productivity and 
transfer. Each of these factors operates 
upon the others so that the political whole 
may make progress. Property 
and labor acquire value when incorporated 
into society. 


the economic 


economic 


Che state, as the representa- 
tive of the social group, has the right to tax 
any or all elements of the whole.” 


Although this theory involves a broader 
concept of the role of the state in the eco- 
nomic process than does the benefit theory 
and the control theory which have some- 
times been used by courts, it narrows the 
jurisdiction of a state to tax. The state, 
according to this theory, does not acquire 
tax jurisdiction merely by providing some 
protection to property or persons or because 
it can exercise control 
example, goods traveling 


them For 
through a state 
are protected by that state and, to a certain 
extent, are under the control of that state 
and could be taxed according to either the 
benefit theory or the control theory. Such 
goods are not, however, integrated into the 
economic organism of the state in Harding’s 
use of the term and are not subject to 
taxation according to the integration theory. 
Applying his theory to 
Harding concludes that 
taxed by the state in which the income 
with the state of residence of the 
recipient having the right to tax any resi- 
dual which cannot be assigned to its proper 


over 


income 
income 


taxation, 


should be 


arises, 


source, such as income from intangibles 
The determination of which state has juris 
diction to tax income is made by identifying 
the nature of the individual’s contribution to 
the economic and then deter 


mining with which place’s economic activity 


mechanism 


the contribution is integrated.” 
Dual Jurisdiction 


Adoption by all of the 
of the 


states of either 
would 
eliminate a major cause of jurisdictionally 
unneutral taxation. The income tax statutes 


ot a tew States are 


single-jurisdiction theories 


consistent with one or 


” Arthur Leon Harding, Double Taxation of 
Property and Income (Cambridge, Harvard 
University Press, 1933). 

" Harding, work cited, pp. 136-137 

% Harding, work cited, p. 153 
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The tax systems of the various 
states vary so greatly 

that, as a practical matter, 
legislators in writing an 

income tax law must do so in the 
way which seems to best 
promote the interests of the state 
and its people and 

the demands of equity with 

little reference to the tax systems 
of other states. 


the other of these theories, but most states 
tax some or all types of income upon both 
jurisdictional bases. The assertion of dual 
jurisdictional * claims may be in part the 
result of states’ selfishly following the mer- 
cantilistic principle of extending jurisdiction 
as far as the Supreme Court will allow. 
Nevertheless, it is true that both of the 
ingle-jurisdiction theories are inadequate, 
and that there are a number of logical argu- 
ments which a legislator can advance in 
favor of dual jurisdiction 


Few would deny that both residents of 
a state and those receiving income from 
sources within a state have a tax obligation 
to that state In the words of Sir Josiah 
Stamp 


“The tax that a man is called upon to pay 
to the State may be said to be divisible into 
two parts, that which is due for the specific 
protection and maintenance of particular 
ources of income, and that which is due for 
the privileges which the citizen himself en- 


joys in his personal residence.” “ 


The difference of opinion arises primarily 
over the question of the proper way for 
these two obligations to be discharged. The 
earlier National Tax Association Committees 
believed that this dual obligation should be 
satisfied by different taxes, the personal 
income tax being confined entirely to resi- 
dents with a property tax and a business 
tax being applied at the source of the 
income.” 


The National Tax Association model tax 
plans were defective on two counts First, 
they were based upon a conception of the 


Although not widely used, the term ‘‘dual 
jurisdiction’’ seems to best express the intended 
meaning. Apparently, Professor Edwin R. A 
Seligman was the first to use the word ‘‘dual”’ 
in this connection (‘Annual Address of the 
President,’' proceedings cited at footnote 5, pp 
139-141) 


income tax which was not widely accepted 
Second, no provision was made for over- 
coming certain limiting factors inherent in 
the federal system and in the mechanics of 
tax legislation. 


Many people, including legislators, judges 
and voters, consider the individual income 
tax to be a proper means of taxing property 
or business within the state. The National 
Tax Association plans, although asserting 
that the individual income tax is a personal 
tax, did not succeed in refuting the juris 
dictional claim of the state of origin. This 
might not have been a fatal defect in the 
absence of the second shortcoming. 


The proposal that the state of origin be 
given a quid pro quo in the form of ex- 
clusive jurisdiction to tax property and busi- 
ness was intended to meet the objections to 
the giving up of the right to tax individual 
incomes on the origin basis. This feature, 
however, made the plan an _ all-or-none 
program. It required that every state revise 
its revenue system to provide for an indi- 
vidual income tax on all the income of its 
residents and for a property tax and a busi 
ness income tax to be levied on a situs basis 
The difficulties in the way of revising the 
tax system of even one state to conform 
with this plan are great; the difficulties in the 
way of obtaining such a revision in all of 
the states are staggering. Furthermore, 
there are numerous legal and institutional 
factors which have stood in the way of the 
adoption of a business, as distinct from a 
corporation, income tax. 


The tax systems of the various states vary 
so greatly that, as a practical matter, legis 
lators in writing an income tax law must 
do so in the way which seems to best 
promote the interests of the state and its 
people and the demands of equity with little 
reference to the tax systems of other states 
From this viewpoint it may seem equitable 
that two men working side by side or re- 
ceiving rental income from the same prop 
erty should pay the same income tax, even 
though one is a resident of the state and the 
other is not. The facts that the property 
tax rates upon the two individuals’ homes 
vary or that one state levies a sales tax and 
the other does not cannot possibly be taken 
into consideration in writing a general tax 
law In the first place, the difficulties of 


™ Minutes of Evidence (London Royal Com- 
mission on the Income Tax, HMSO, 1919), p. 456 

% The business income tax would have ap- 
plied to all forms of business; it was not to 
have been a corporation income tax 
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measurement 


great. Such a mea- 
require not only that the 
tax burden upon each of the individuals be 
measurable, but also that benefits be com- 


are too 


surement would 


puted, since one state may provide a higher 
level of than the other Further- 
, if the difficulties of measurement could 


services 


more 


be overcome, it would still be impossible to 


write a law which would result in equal 
treatment for the residents of all states, 
since the tax systems of all neighboring 
states would not be the same \ statute 


which would be fair to the residents of one 
neighboring state might be very unfair to 
residents of another state. Similar reason- 
ing might well lead the legislator to con- 


clude that the income tax paid by next-door 


neighbors should be 


the same, regardless 

of the sources of their income 
The result is that—however advisable it 
might be to satisfy the claims of the state 
of residence and the state in which the 


income has its source by means of different 


taxes—such a plan has little chance of adop- 
tion in the absence of a wholesale revision 
of the tax systems of all the states The 


National Tax Association did not find a way 
of bringing about such an ambitious project 


Harding’s integration theory represents 
an important contribution to the theory of 
tax jurisdiction. Nevertheless, 
sion that should be 
the state of origin rests upon nothing more 
substantial the belief that the 


tax is by nature a tax upon the process of 


his conclu- 
income taxed only by 


than incom«¢ 


income creation. He rightly observes that 
no American income tax makes any dis- 
tinction as to where the income is used or 
enjoyed.” He fails to explain, however, 


how it is possible—within the framework of 


his integration thesry—to separate the pro 
Surely 
the 


process 


ducer from the process of production 


it is not consistent with a theory of 


the 
vad as Harding’s to deny that 


state’s relation to economic 
which is as br« 
the state of residence of the producer con- 


tributes something to the economic process 


He further fails to deal with the stubborn 
fact that a great many people view the in 
come tax aS a tax upon the person and that 
the very structure of the tax may be cited 
to indicate that fact 

It is not surprising that legislatures, faced 
with the need for revenue and conscious of 
the fact that the state incurs expense in 

Harding, work cited, pp. 205-206. 


7 Seligman, work cited, p. 139. 

* Stamp, work cited, p. 456 

*Committee on Intergovernmental Fiscal Re- 
lations, Federal, State, and Local Government 
Fiscal Relations (United States Treasury De- 
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behalf of both residents who have income 
outside the state and nonresidents who have 
income within the state, vote to tax both 
To do otherwise would be to sacrifice the 


interest of their own state with no assurance 
that jurisdictional neutrality 
Members of the 

insensitive 


would result 
however, 
jur 


are 


legislatures are, 
to, 
isdictional unneutrality; 


neither nor unaware of, 
therefore, they 
equally willing to vote for a credit provision 
which it is hoped will alleviate that problem 
Unfortunately, no had from 


the single-jurisdiction theories in 


help can be 
either of 
making the decision as to whether the credit 
should be a resident credit or a nonresident 
both 


credit, theories 


valid. 


since seem equally 
formulated dual 
Dual jurisdictional claims 


There is no carefully 
jurisdiction theory 
developed largely as a pragmatic adaptation 
to political Nevertheless, 
dual jurisdiction is not lacking in support 
from students of public finance 
Seligman pointed out as early as 
although ideal point of an 
income tax might be considered as a strictly 


personal tax, under 


circumstances 


Professor 
1915 that, 
view 


trom an 


existing circumstances 
such a theory is 
tax.” He 
to adopt the 
income tax is imposed not 


both political and legal 
inapplicable to a 
believed that it is 
that the 
only upon the recipient, but also upon the 


State income 
essential 
theory 
source ot! 


income, making provision for the 


avoidance of double taxation 


Sir Josiah Stamp suggested that a flat- 
rate income tax might be levied upon income 
at its source, with a progressive tax being 


levied upon income at the residence of the 


The 


‘Treasury's 


recipient.” Committee on 
Intergovernmental Fiscal Relations sug 
gested that a compromise such as a 50-50 
split would be worth a strong effort.” Still 


another voice in support of a splitting arrange 
added in 1943, when 
William Shultz proposed a reciprocal-credit 
provision based upon the recognition of the 


ment was Professor 


equal claim of residence and situs.” 


Dual-Tax Theory 


Dual jurisdiction, as reflected in practice 


and as formulated by most of the writers 
who support it, is unsatisfactory. It neither 
results in jurisdictional neutrality nor ex 
partment, S. Doc, No, 69, 78th Cong., 1st Sess 
1943), p. 454 

”William J. Shultz, ‘‘Proposal for a New 
Type of State Personal Income Tax Reciprocal 
Credit Clause,’ Bulletin of the National Taz 
Association, December, 1943, pp. 75-81 
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hibits a logically satisfying theoretical struc- 
ture. These weaknesses result from a failure 
to recognize the true nature of income tax 
jurisdiction 
rest 


Both single-jurisdiction theories 
upon the that there is a 
single tax base located in either the state 
of residence or the f 
The dual-juris- 
dictional claims is based upon the 


assumption 
state of the origin o! 
the income assertion of 
recogni- 
tion of the impossibility of isolating the base 
in either state. The crediting system which 
is usually proposed as a means of eliminating 
the double taxation from dual- 
jurisdictional transfers the 
situs argument to another level 
Even the proposal that the credit be a 50-50 
one 1s It results in the tax- 
payer's always being taxed at the rate im- 
posed by the state having the highest tax 
rate, provides no relief at all if the 
other state 1s a 


The log 


can be 


resulting 
claims merely 


re sic nce V 


unsatistactory 


and 


nonincome tax state 


ical weakness of dual jurisdiction 
seen when it is realized that it rests 
upon the assumption that the tax base lies 
entirely in the state of residence and, at the 
same time, that it state 
This immediately suggests a new 
and sounder theory—the dual-taxr theory 
The tax 1s not a single tax with two 
bases of jurisdiction, but is actually a dual 
tax. Rather thai 


lies entirely in the 
of origin 


income 


having one base lying in 
two places at the same time, the income tax 
is, in effect, 


lying in the state of residence because 


two taxes—one imposed on a 


base 
the tax object is a person and one on a base 
lying in the state of origin because the tax 
object is the process of income creation 


Thi 


important Dhe 


distinction is not trivial, but is highly 


dual-jurisdiction 


both 


bases of 


theory 
recognizes that residence and origin 
taxation The dual-tax 
jurisdiction adds the important 
provision that neither 
tate the right to 


both base 5 


are valid 
theory ot 


gives the 
levy as big a tax 


basis alk ne 


as do 


One of the most difficult questions to be 


answered in formulating the dual-tax theory 


concerns the relative rates to be levied upon 


( 
the two bases. Should the 


residence-base 


be taxed at the same rate as the origin-base? 
| there 


nike SS 


can be wide 


agreement upon 


“In view of the fact that progressive rates 
are often associated with the idea of a personal 
tax, it is possible to argue that the residence- 
should be taxed on a progressive scale 
and the origin-base should be taxed at a flat 
rate. This argument has merit. The principal 
objection to it is that it then becomes impossible 
to compare the tax upon the two bases except 
with relation to an income of a given size. This 
makes measurement of unneutrality difficult. 
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this matter, there is no hope that the dual- 
tax theory will be of value in reducing jur- 
isdictional unneutrality. 
agreement, variations in the rates levied 
might result in unneutral taxation almost 
aS great as arises when some states adopt 
origin and others adopt residence as the 
basis of jurisdiction. Although the choice 
must be partly arbitrary, it appears that 
equal rates would be the most logical choice. 
It would be difficult to make a case for 
granting either preference, and the 
possibility of securing agreement on a 50-50 
figure is probably greater than in the case 
of any other figure.” In view of these facts, 
it will be that neutrality exists 
when the two bases are taxed at equal rates. 


In the absence of 


base 


assumed 


It is now possible to apply the definition 
of neutrality to the income tax. Income 
having its source in a state other than the 
state of residence of the recipient is subject 
to neutral taxation if it pays a tax equal to 
one half of the tax paid on an equal income 
received by a resident of one state from 
sources entirely within the state plus one 
half of the tax paid on an equal income 
received from sources within the other state 
by a resident of the other state. Symboli- 
cally 

Te Y%,Ta+ % Tb 
where A, B and C are 
tax bases 

It should be noted that if one of the 
states is a nonincome tax state, one of the 


terms on the right side of the equation be- 
comes zero In 


incomes rather than 


other 
involving a 


multistate 
nonincome tax state 
pays one half of the tax paid by income 
lying ‘entirely within the 
involved 


words, 
income 
income tax state 

A state income tax statute based upon the 
dual-tax theory of jurisdiction 
effect, levy two taxes. A based 
tax would be levied upon all the income of 
residents, while a situs-based tax would be 
levied upon all income 


regardless of the 
recipient. 


would, in 
residence 


within the 
the 
The rate level and scale of pro- 
would be the 
necessary for the 


arising 
state, residence of 


gression of each tax same.” 
It would not be law to 
contain any provision for credits for taxes 


= The rate level necessary to preserve present 
revenue would have to be determined separately 
for each state; it is possible that in those states 
which now base their jurisdictional claims on 
a single-jurisdiction theory, rates, in the case 
of each tax, of one half of present rates would 
maintain or even increase present revenue. In 
other states, rates would probably have to be 
somewhat higher than this. 
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paid other states 
although 


The credits now allowed, 
successful in eliminating unneu- 
trality in some cases, do not solve the prob- 
lem and sometimes result in an incredibly 
complex situation. The elimination of these 
credits with their various conditional pro- 
visions and limitational fractions would be a 
step toward the simplification of state in- 
come tax Statutes 


One the dual-tax 
theory is that it complicates administration 


by requiring 


possible objection to 


information concerning all in- 
come received by residents from all sources 
outside the state and concerning all income 
earned within the state by residents and 
nonresidents. This is a valid objection if 
the alternative is a single basis of jurisdic 


tion have 


most 
single jurisdiction in 


dual jurisdiction, only a 


However, since states 
favor of 
few would 
find that the adoption of the dual-tax theory 
as a basis for jurisdictional claims would 


information 


abandoned 


states 


require more than is now re 
quired. 
Another possible objection is that, al- 


though the dual-tax theory is sound, the 
adoption of either single-jurisdiction theory 
would be simpler and an equally satisfactory 
solution Such a viewpoint would have 
much to recommend it if all the states were 
uniform in regard to economic character- 
there is no 


true 


However, 
this to be 
“creditor” 


istics reason to 


believe Some states 
numbers 


of residents with incomes largely from sources 


are 
states containing large 
outside the state, and other states are “debtor” 
large amounts of 
property and income-producing activity owned 
by residents of 


states characterized by 


other states Furthermore, 


some states have 


large suburban areas whose 
residents work in other states, or industrial 


areas which draw workers from other states 


Adoption of the dual-tax theory as a basis 
for 


would not, of course, eliminate all jurisdic 


asserting jurisdiction to income 


tax 


tional unneutrality Problems of definition 


and problems of compartmentalized income 


would still exist. The dual-tax theory does 


provide a solution to the problem of the 


jurisdiction 


basis of which is logical and 
of the income tax 
this 


states to satisfy their 


in accord with the nature 
Adoption of 
theory 


legitimate 


statutes consistent with 


would allow 
claims to tax all residents of the 
state and all income created within the state, 
without imposing heavier taxes upon multi 
state income than are imposed on income 
received from sources entirely within a state 


by a resident of the state 


Personal Income Tax Jurisdiction 


Summary and Conclusions 


Many students of finance, including com- 
mittees of the National Tax Association, 
have insisted that the income tax should be 
considered as a purely personal tax levied 
on residents, with income serving as the 
measure rather than the subject of the tax. 
Other 
come tax is a tax upon the process of income 
creation and thus should be levied by the 


students have contended that the in- 


state in which the income creation takes 
place. 
Legislatures have been slow to adopt 


either theory. Factors explaining this lack 
of enthusiasm include, but are by no means 
confined to, the mercantilistic desire to tax 
everything the Supreme Court will allow. 
Legislatures are often faced with the situa- 
tion in which large numbers of nonresidents 
work in a state or a particular part of a 
state or, conversely, where large 
of residents work outside the state It is 
plainly unfair to other taxpayers in the state 
to allow these escape taxation, 
The argument that other types of taxes may 
be used to that 
tribute to state 


numbers 


groups to 
insure these 
the government is not a 
strong one in the absence of wholesale revi- 
Thus 
in many cases, decided 


groups con- 


sion of the tax systems of the states. 
the legislatures have, 
to tax upon both bases, usually providing 
a credit which it is hoped will alleviate the 
resulting unneutral taxation. Unfortunately, 
credits do not solve the problem, since the 
question of which basis of jurisdiction should 
have priority still remains. Even the sug 
gestion for a 50-50 credit does not provide 
tax neutrality if the 
one of the involved is a 


Further, the use of a 


tax rates differ or if 


states nonincome 
tax state 


volves 


credit in 
problems of drafting 
statutes, and requires complicated conditions 
and limitational fractions to avoid the grant 


complicated 
ing of excessive credits. 


The dual-tax theory 
the income 


formulated here treats 
dual part of 
a personal tax and the 
other part of which is a tax upon the process 
of income creation If this were 
adopted by the it would provide a 
relatively simple, fair solution to the prob 
lem of the rights of both the state of 
dence and the state of origin. The legitimate 
claims of both would be recognized, 
complicated credit provisions would be elimi 


tax aS a tax, one 


which is levied as 
theory 


states, 
resi 
states 


nated, and no taxpayer would be penalized 


because his residence and income-producing 
activities are not confined to 


one state 


[The End] 
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This Paper on Stock-Redemption Problems 
Created by Code Section 318 Was Read Before 
the Stradley Tax Group, Philadelphia 


Some of the Afttribution-of-Ownership Problems 
Involved in the Redemption of Stock Under th 


co INCLUSION of Section 318 in the 
Internal Revenue Code of 1954 repre- 
sents a signal victory for the Treasury. 
Through the legislative process, the Treasury 
appears to have accomplished what it failed 
to achieve over the years by administrative 
regulation and litigation 


Content of Section 318 


Section 318 provides generally that in the 
application of the provisions of Subchapter C 
(relating to corporate distributions, liquida- 
tions and reorganizations), an individual 
will be treated as owning not only the stock 
in a corporation which he owns in his own 
name outright or in which he has a legally 
enforceable beneficial interest, but also the 
stock owned by or for members of his 
family. (Section 318(a)(1)(A).) 


An individual’s family includes his spouse 
(unl there has been a legal separation), 
his children (including adopted children), 

randchildren and parents. (Section 318(a) 
(1)(A)(Qi) and (ii) and (B).) 


Stock owned, directly or indirectly, by or 
lor a partner ship or estate is considered as 
being owned proportionately by its partners 


or beneficiaries Conversely, stock owned, 


directly or indirectly, by or for a partner 
a beneficiary of an estate is considered as 
being owned by the partnership or estate. 


(Section 318(a)(2)(A).) 


Stock owned, directly or indirectly, by or 
for at is considered as being owned by 
or for its beneficiaries in proportion to their 


respective actuarial interests in the trust. 


May, 


Searle Family 


Conversely, stock owned, directly or indi- 
rectly, by or for a beneficiary of a trust is 
considered as being owned by the trust, un- 
less the beneficiary’s interest in the trust is 
a “remote contingent interest.” The statute 
regards a contingent interest as “remote’”’ if, 
“under the maximum exercise of discretion 
by the trustee in favor of such beneficiary,” 
the value of his interest on an actuarial basis 
is not more than 5 per cent of the value of 
the trust property. (Section 318(a)(2)(B).) 


Stock owned, directly or indirectly, by or 
for any portion of a trust of which a person 
is considered the owner—for example, a 
short-term “Clifford” trust not meeting the 
statutory standards—is considered as being 
owned by such person. Conversely, the trust 
is treated as owner of the stock owned, 
directly or indirectly, by or for that person 
(Section 318(a)(2)(B).) 


(The attribution provisions relating to 
trusts do not apply to an exempt employee's 
trust described in Section 40l(a). Section 
318(a)(2)(B).) 


As to corporations—if 50 per cent or 
more in value of the stock in a corpora 
tion is owned, directly or indirectly, by o1 
for any person: (1) That person is treated 
as owning stock owned, directly or indi- 
rectly, by or for the corporation in the 
proportion which the value of his stock 
bears to the value of all the corporation’s 
stock, and, conversely, (2) the corporation 
is treated as owning the stock owned, di 
rectly or indirectly, for that person, (Sec- 
tion 318(a)(2)(C).) 
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whether the proceeds from the transactions 
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Section 115(g)(1) of the 1939 Code pro- 
vided that dividend treatment was to be 
accorded an amount distributed in redemp- 
tion or cancellation of its stock if the re 
demption or cancellation took place “at such 
time and in such manner as to make the 
distribution and cancellation or redemption 
in whole or in part essentially equivalent to 
the distribution of a taxable dividend.” 


Regulations 111, Section 29.115-9 (late: 
Regulations 118, Section 39.115(@)-l(a)(2)), 
construed that provision of the Code to 


1S 


mean: 


“A cancellation or redemption by a cor 

954 Code poration of a portion of its stock pro rata 
among all the shareholders will generally 

be considered as effecting a distribution 


By BERNARD WOLFMAN, Attorney essentially equivale nttoa dividend distribu 
Wolf Block Schorr and Solis-Cohen, tion... .. On the other hand, a cancellation 
’ ’ 


or redemption by a corporation of all of 

Philadelphia the ak ar i siatealiad shareholder, so 

that the shareholder ceases to be interested 

For the purposes ot Section 318 and the in the affairs of the corporation, does not 

other sections of Subchapter C which it effect the distribution of a taxable divi- 
affects, a person owning an option to ac dend.”’ 

quire stock is treated as the owner of the 


, The problem, of course, was whether, at 
stock This applies as well to an option 


one extreme, a redemption was pro rata or, 
at the other, all the stock of a particular 
shareholder had been redeemed.* The Treas- 
ury took the position that even if all of the 
stock of a shareholder which he actually 


to acquire an option, ad infinitum. (Section 
318(a)(3).) If stock can be constructively 
attributed to individuals either under the 
family ownership provisions of subsection 
(1) or the option provision of subsection wed were redeemed, the saving provisions 
(3), the latter only will be applicable. (dec f the regulation would be inapplicable if 


tion 318(a)(4)(C).) considering the shareholder’s family as a 


Finally, the provisions of Section 318 have single tax unit—its relative position after 


1 cumulative effect—that is, stock construc- the redemption was substantially equivalent 


tively owned by an individual under this ‘° "tS Position before. 

section is treated as actually owned by him The problem is most clearly illustrated 
for further application of the other provi- in Ira F. Searle Estate, CCH Dec. 17,935(M), 
sions of the section. This is subject to the 9% TCM 957 (1950). There the 1,000 shares 
limitation, however, that stock construc- of common stock of the Searle & Chapin 
tively owned by an individual through fam- Lumber Company had been held equally by 
the Searle and Chapin families. After the 


ily relationship under Section 318(a)(1) will 
largest holder of stock on one side died 


not be treated as actually owned by him for ; hold ' 
. an * larges ho 1 mm the t r side 
the purpose of again applying the family and the largest holder « a) ee 
' became incompetent, stock was redeemed 
ownership provisions to make another con 
structive owner of that stock. (Section 318 


(a)(4)(A) and (B).) 


on both sides to enable the holders to satisfy 
their indebtedness to the corporation. 


Before the redemption, the stock holdings 


Tey were as follows 
Evil’’ to Be Corrected —s 
Betore we can understand the stock 


: Chapin Family 
redemption problems created by Section 318, 


it is necessary that we examine history in E. B. Chapin 100 shares 
order to see just what it was that the Treasury I. G. Chapin Estate 100 shares 
wanted to change—what evil it wished to 

obliterate Total 500 shares 


7A redemption not essentially equivalent to construed to be an ‘‘exchange’’ (Secs. 115(c) 
a dividend resulted in capital gain, since it was and (i), 111 and 117). 
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Code will now be treated as giving rise to The legislative mandate ic merely that a 





Searle Family 


Lucy Searle 299 shares 
I. F. Searie Estate 201 shares 


Total 500 shares 








The corporation purchased 220 of the 
shares held by the I. G. Chapin Estate, all 
of the shares held by the I. F. Searle Estate 
and 19 of the shares held by Lucy Searle 
(her shares having been pledged to secure 
the indebtedness owed the corporation by 
her husband, I. F. Searle). After the re- 
demption, the holdings were as follows: 


Chapin Family 


E. B. Chapin 100 shares 
I. G. Chapin Estate 180 shares 


Total 280 shares 


Searle Family 
Lucy Searle 280 shares 


Total 280 shares 


The Commissioner urged that the distri- 
bution made in redemption of the stock was 
really a pro-rata distribution, family-wise, 
and, therefore, essentially equivalent to a 
dividend distribution. He denied, too, that 
all the I. F. Searle Estate’s stock had been 
completely redeemed within the meaning of 
the regulation, In effect, he sought to 
attribute the stock ownership of one mem- 
ber of a family to the other members, but 
he did not succeed 

Judge Johnson, in rejecting the idea of a 
dividend, said: 

“There is no merit in respondent’s con- 
tention that because prior to the transac- 
tions in question the members of the Searle 
family owned 500 shares and those of the 
Chapin family owned 500 shares, and there- 
after members of each family owned 280 
shares, and hen 2. there being no change in 
the proportional ownership of the two fami- 
lies, ‘from a realistic and practical rather 
than a technical standpoint’ there was a pro 
rata distribution. The ownership of stock 
in a corporation vests in the individual who 
owns it, not the family to which he belongs. 
The regulation relates to ‘the stock of a 
particular shareholder’, not that of a family. 

tesides, the question here is not what ef- 
fect the transactions had as to the propor- 
tionate ownership of the stock, but rather 


*A redemption is substantially disproportion- 


ate if it leaves the shareholder with total stock 
ownership in the corporation which is less than 
80 per cent of the proportion of the corpora- 





whether the proceeds from the transactions 
were distributed pro rata among all of the 
shareholders.” 


The Commissioner did not appeal the 
Searle decision, but one year later proposed 
a change in the regulations. He proposed 
to append to the last sentence quoted from 
Regulations 111, Section 29.115-9, the fol- 
lowing clause: “ however, where such 
shareholder is closely related to remaining 
shareholders, that factor shall be considered 
along with all other circumstances of the 
case in determining whether the distribu- 
tion is essentially equivalent to a dividend.” 
26 CFR 29.115-9 (16 Federal Register 10,312, 
October 10, 1951); CCH Stranparp FEDERAL 
Tax Reports (1951 Ed.), § 6215. 


As soon as the proposed clause was an- 
nounced in the Federal Register, a flood of 
protests was received. Although the pro- 
posal was not then officially withdrawn, it 
failed of adoption and it was still in its 
proposed, but unadopted, form when H. R. 
8300 came on the horizon. The Treasury 
immediately seized upon the legislative 
process to plug the loophole—if the result 
of the Searle case can be so described. 


Stock-Redemption Approach 
of Section 302 


It is not the purpose of this paper to dis- 
cuss the detailed provisions of Section 302. 
Suffice it to say that under that section, 
a stock-redemption distribution will give 
rise to dividend income only if the dis- 
tribution ts (1) “essentially equivalent to a 
dividend” and if it is not (2) a substantially 
disproportionate redemption,’ the complete 
redemption of all the stock owned by the 
shareholder or part of a railroad reorgan- 
ization under Section 77 of the Bankruptcy 
Act. (Section 302 (a), (b) and (c).) 


On the surface, Section 302 is a liberaliz- 
ing provision, broadening the applicability 
of the capital-gain sections to include closely 
held corporate stock redemptions, even if 
they result in distributions essentially equiv- 
alent to a dividend, so long as the redemp- 
tions are substantially disproportionate or 
in complete termination of a shareholder’s 
stock interest. The floodgates do not open 
all the way, however, because Section 318 
may well prove to be so effective a dam 
that redemptions which would have resulted 
in capital-gains treatment under the 1939 
tion's outstanding stock which he owned prior 


thereto and only if he then owns less than 80 
per cent of the entire voting stock. 
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the Treasury agreeing to notify it of any 
7 ~~, Q . gf i Pee eT ee ee 


corporation at the time it sold stock to S, 
4 Fo lt eee i” s al a oo i Aan A 7 a 





di 
di 


V 





Code will now be treated as giving rise to 


distributions essentially equivalent to a divi- 


dend 


interplay of Section 318 with Section 302 


The interplay of Section 318 with Section 
302 creates many problems, some of which 
will be The solu- 
tions to the problems, however, may well 
be beyond its scope and ability, for—as we 
shall see—lack of clarity, inadequate and 
incomplete definitions, and the need for fac- 
tual determinations will 


discussed in this paper 





leave much to be 
resolved in the regulations to come, litiga 
tion and the Eighty-fourth Congress 


Problem 1.—Suppose F (father) owned 
all of the common stock of X corporation 
at its inception Five years later, 6 per 


cent cumulative preferred stock, $100 par, 
was issued to S (son) for which he paid 
S had worked 
for the corporation from its inception. His 
stock investment was the result of a need for 
new working capital. Now, another five years 
later, the corporation has a very healthy 
undistributed surplus, a good common-stock 


cash out of his own funds 


dividend record, and no preferred dividend 
arrearages It no longer 
provided by S and, 
ferred stock for 

suant to its terms 


needs the capital 
therefore, calls the pre 
$105, pur 
S will remain, however, 
employee of the corpo 


redemption at 


as a very valuable 


ration 


Under the 1939 Code, we 
pect the courts to treat the 


would not ex 
listribution to S 
as essentially equivalent to a dividend. Now, 
however, Sections 318(a)(1) and 302(c)(1) 
provide that S is to be treated as the ownet 
of F’s stock, that that S is 
treated as owning all the outstanding stock 
of the X corporation : 


likely, if 
owned all the 


and means 


Very actually 


corporation, the 


shareholder 
stor k ot a 


one 


redemption of his preferred stock under 
these circumstances would be essentially 
equivalent to a dividend distribution Is 


that result 


to follow where the 


ownership is constructive? 


necessarily 


The answer to that question seems to me 
to depend on the 
question In 


answer to a subsidiary 


determining whether a dis 
tribution is essentially equivalent to that of 
a dividend, must the courts apply precisely 
the same tests in the case of a constructive 
owner as they do in dealing with the actual 
owner ? 


We will see in Problem 3 the question pre- 
sented where S does not remain as an employee 


Redemption of Stock 


We know 


that on a complete redemption 


one 


The legislative mandate is merely that a 
son be treated as owning all the stock 
owned by his father. But that by no means 
transforms the factual determination of 
“essential equivalence” into one that is rigid 
and purely mechanical 

Although the 
would be 


result in the Searle case 
should be—different under 
the 1954 Code, it nevertheless would seem 
to me to be 


—and 


possible to persuade a finder 
of fact that, in a proper case, the nature of 
a distribution to a constructive owner is to 
be tested and analyzed differently and the 
relative factors are to be weighed differ- 
ently than when a distribution to the actual 


owner is before 


the court. The constructive 


ownership concept may well evolve as no 
more than a factor entitled to great weight 
in arriving at the required factual deter 
mination It ought not and need not be 
both the start and the rigid end of a factual 
inquiry 


Problem 2.—Assume that H (husband) 
500 shares of common stock and W 
remaining 500 shares of 
common stock and that, under all the facts 
and circumstances of the case, redemption 


owns 


(wite) owns the 


of W's shares would be essentially 
lent to a dividend 
poration has a 
dividend 


equiva 
distribution. The cor 
huge 
W’s 
from H 
never 


and a 
was an 


surplus 
stock anni 
eight ago, but 
been an officer, director or 
employee of the corporation. W now sells 
her stock to the corporation at its fair 
market looks to the 1954 Code 
for succor in establishing a capital gain 


poor 
record 
versary git years 


she has 


value and 


As we know, Section 302(b)(3) excludes 
dividend treatment any 
which is in complete 


from distribution 


redemption of all the 
stock of a particular shareholder, even if the 
distribution is 


essentially equivalent to a 


dividend. The bugaboo here, 


only then, is 
the possible appli ation ot Section 318(a)( 1) 


(family ownership) 


302(c)(2)(A) provides that the 
attribution-of-ownership provisions of Sec 
tion 318(a)(1) will not apply to a distribu- 
tion otherwise qualifying under Section 302 
(b)(3) if (1) immediately 
tribution, the distributes 


section 


after.the dis 
(W) has no inter- 
est in the corporation (including an interest 
officer, 


as an director or 


employee) other 
than as a creditor, (2) the distributee does 
not acquire 


such an interest within the 


stock acquired 
by bequest or inheritance) and (3) the dis- 
tributee files appropriate 


ensuing ten years (except 


agreements with 
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considers that capital-gams treatment 








the Treasury agreeing to notify it of any 
such acquisition of interest within the pro- 
scribed period 


Thus far, it would appear that W is well 
on her way to dry land, clearly able to 
reach Port Capital Gain.* But there is still 
one storm to weather. Section 302(c)(2) 
(B)(i) provides’ that, notwithstanding the 
shareholder’s complete disassociation with 
the corporation, the attribution-of-ownership 
provisions of Section 318(a)(1) are to apply 
if the redeeming shareholder has acquired 
her stock, directly or indirectly, within the 
past ten years from one whose ownership 
would, at the time of the distribution, be 
attributed to her under Section 318 


W acquired her stock from H only eight 
years ago Must she stay at sea two more 
years before Port Capital Gain will receive 
her? The answer to that question depends, 
once again, on a factual determination 


The limiting provisions of Section 302(c) 
(2)(B) will not apply if the shareholder’s 
stock acquisition during the past ten years 
did not have as one of its principal purposes 
the avoidance of federal income tax. Since 
W received her stock as an anniversary gift, 
the port will probably be open to her but, 
at least until the final regulations are promul- 
gated, we will not be certain of the meaning 
to be given the “avoidance” concept in this 


area of the law. 


If the hypothetical case had been re- 
versed, with H having received his stock 
from W eight years ago, the motive of that 
acquisition would also be a subject of in- 
quiry under Section 302(c)(2)(B) (ii) before 
the redemption of W’s stock could be as- 
sured capital-gains treatment. 


Problem 3.—Assume again the basic facts 
of Problem 1, involving F and S, and that 
the redemption would be essentially equiva- 
lent to a dividend Section 302(c)(2) was 
of no help to S in Problem 1 because he 
continued as an employee, but even if he 
had not, query: Would his purchase of 
stock from X corporation only five years 
ago subject that purchase to “motive” 
inquiry? Any acquisition of stock (not 
merely a gift) is subject to attack if it was, 
directly or indirectly, from one whose own- 
ership of stock is attributed to the distribu- 
tee under Section 318(c). 


Under Section 318(a)(2)(C) (ii), F, as the 
owner of all the outstanding stock of X 


*In Problem 1, S was left at sea because he 
continued as an employee after the redemption. 
See Problem 3 


386 May, 


corporation at the time it sold stock to S, 
is regarded as the owner of all stock owned 
by X corporation and, presumably, the 
owner of the stock sold to S.° >, theretore, 
may be regarded as having acquired his 
stock from one whose stock ownership is 
attributed to him. 


Perhaps not even these mechanics will be 
necessary to trace the stock to F. The 
Statute speaks of an acquisition “directly or 
indirectly” from one whose ownership is 
attributed. When S acquired his stock, F 
was the sole shareholder of the corporation, 
and a purchase of stock from the corpora 
tion may indirectly have been an acquisition 
from F. As to this: We must await the 
final regulations and, perhaps, court decisions 


Of course, in this case, the motive in- 
quiry would not be one to fear since income 
tax avoidance was clearly not the purpose 
of the acquisition 


Problem 4.—Suppose more than ten years 
have elapsed since W acquired her stock 
from H. H now wants to retire. H hires 
a new manager and the corporation buys in 
his stock, agreeing to pay for it over a 
period of ten years and giving its note in 
evidence of the debt. H resigns all offices 
and his directorship. 


W’s stock is not attributed to him because 
of his complete severance, except as a cred- 
itor, and H reports a capital gain. Five 
years after the redemption, however, H dies. 
W is his only beneficiary under his will, 
and becomes the owner of the corporation’s 
note. 


Section 302(b)(3) provides, in effect, that 
the complete redemption of H’s stock is 
to be given capital-gains treatment, since 
Section 302(c)(2) prevents the attribution 
to him of W’s stock. This is so because, 
immediately after the distribution of the 
note to him, he had no interest in the cor 
poration other than as a creditor. 


Suppose, however, that everything was 
arranged for the redemption of H’s stock; 
the papers were all drawn and his resigna- 
tions prepared but, before they could be 
executed, H died. His stock passed to his 
estate and the redemption was completed by 
his personal representatives. Query: Does 
the estate, of which W is the only bene- 
ficiary, have dividend income to the extent 
that Section 303 (relating to death-tax re- 
demptions) does not apply? 

5 Query: If S acquired newly issued stock 
and not stock held in the corporate treasury, 
was there never a split second when X cor- 
poration actually owned the stock in question? 
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We know 


that on a complete redemption 
there 


is no Section 318(a)(1) family-owner- 
ship attribution if there is a complete divesti- 
ture of interest (Section 302(c)(2)). But 
318(a)(2)(A), and not Section 318 
(a)(1), is the section which attributes to an 
estate the stock which its beneficiary owns. 
Even though the estate completely divests 
itself of all interest in the corporation, 
Section 318(a)(2)(A) is nonetheless appli- 
The estate will, therefore, be in re- 
ceipt of dividend income 


Section 


cabk 
, since it is regarded 
Ww— 
of course, that the dis- 
tribution is essentially equivalent to a divi 
dend distribution 


Problem 5. 


lem 4, assume 


owner of the 
assuming, 


as the stock owned by 


as we do, 


Varying the facts of Prob- 
that H has an agreement with 


the corporation providing that his stock 


shall be redeemed automatically on his 
death, and his estate shall own only the 
right to payment therefor. Query: Has 


the stock been redeemed in the 
decedent 


hands of the 
completely 
interest in the 
a creditor? 

that he has, all hurdles have 
surmounted. W’s ownership 
would not be attributed to him only if the 


“distributee” did not immediately after the re 
demption o1 


and has he 
himself of all 


except as 


divested 
corporation, 


Assuming 
not been 


except by bequest or inherit 
within ten from the 
such distribution, acquire such an 
(Section 302(c)(2)(A).) 


ance years date of 


interest. 


The question, of course, is who is the “dis 
tributee”—a term not defined by the Code. 
If the decedent is regarded as the “dis 
tributee,” acquiring a right to payment 
simultaneously with his death, Section 302 
(b)(3) applies, and return of capital treat- 
ment follows.’ If his “dis- 
tributee,” however, it is regarded as owning 
W’s stock, and return of capital treatment 
is assured only to the extent that the “death 
tax” provisions of Section 303 are appli- 
cable, or if the distribution is not essentially 
equivalent to a dividend. 


estate is the 


Treating the decedent as the 


may 


“distributee’ 


seem strained and artificial, but 


when 


one consider Ss 


that capital-gains treatment 
would have been guaranteed by a redemp- 
tion one minute before his death, it would 
indeed be strained and artificial for dividend 
treatment to be accorded a redemption re- 
quired by agreement upon the very moment 


of his death. 


In any event, an agreement requiring re- 
demption on death, rather than leaving it 
to the discretion of the decedent’s estate, 
should go a long way in establishing that 
the redemption on death does not make for 
a distribution equivalent to a 
dividend. 


essentially 


Conclusion 


The problems discussed here are only a 
few which will arise when we come to con- 
sider the limiting effect of Section 318 on 
the availability of capital-gains (or return 
of capital) treatment to stock redemptions. 
The section will undoubtedly be felt, in the 
first instance, in determining whether a re- 
demption is essentially equivalent to a divi 
dend It will 


minimizing the 


also have its effect in 
concessions granted in Sec 
tion 302(b)(2) and (3), under which, even 


though there is 


“essential equivalence,” a 
redemption distribution would nevertheless 
be treated as a “payment 
the stock” redeemed 


in exchange for 


Applicability of Section 318 to 
tially disproportionate” 
tion 302(b)(2)) is not 
through, and so none 


“substan 
(Se Cc 
follow 


redemptions 
difficult to 
of the problems dis- 
cussed here are concerned with that phase 
of the As we have 
complete termination of the 
interest under 


question seen, however, 

shareholders’ 
302(b)(3) presents 
difficulties in the application of Sec- 
tions 318 and 302(c)(2) 


section 
many 


It is to be hoped that the final regulations 
will provide clarification. In all likelihood, 
however, it will take years of litigation and, 
perhaps, Congressional revision to provide 
both the equity to taxpayer and government 
and the clarity which are the ends sought 
always—but not 


always achieved—by our 


[The End] 


ever-churning legal system 


‘Taxes take more than 30 per cent of national income. 
That's about 5 per cent above ‘critical limit’ 


suggested by leading economists. 


. . . Tax figure [$91 billion] breaks down to $552 for each of 
164,000,000 U. S. citizens.'’"—WNation's Business. 


* Conceivably Sec. 691 (° 
a decedent"’) could be applied to require capital- 
gains treatment rather than ‘‘return of capital’ 


Redemption of Stock 


er 


income in respect of 


treatment, which assumes the propriety of using 
date of death value as the basis. 
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Books 


To Be Read Before Death 
How t a7 


Lasser 


i: state 
Institute 
Rese arcn 


New 


410 pages 


and Gift Taxe i 
and Ralph Wallace. 
Council, 11 East 44th 
York 17, New York 1955. 


$5.95 


‘Tax 
American 


Street, 


guide for that 
effort 
accumulated a few 


his is the layman who, 
sagwacious thrift, has 
dollars which 
. but which 


the government 


by dint of and 
thousand 
he can’t use where he’s going 
and his 
His problem is to meet his 

duty to the 
and at the 
a technicality 
that 


Calling 


can be used by 


lawful heirs 
patriotic government he left 
behind, same time guard against 
in the rules which might re 
amount left for the use of the 
this layman’s guide 
does not preclude attorneys from 


attaining benefit from it. 


duce 
heirs book a 


certainly 


Taxes for the Cattleman 


Livestock Tax Manual. National Live Stock 


Tax Committe 1955. 46 pages $1 


excellent 


applicabl to the 


This is an cross 


section of the 


tax law stockman’s tax 


problem 
Livestock imcome 
with the 
all taxpayers 


contront the 
principles that 
The Internal Reve 


same 


taxes 
stockman Sami 
apply { 
nue Code 


rule ol 


and bank 


imposes the fundamental 


rane her 5. automobile 


manutacturers 


executives. But there are certain 


special rules which apply only to farmers 


and ranches and which are necessary be 
al differences in their methods 
and in the type 


witl 


ry elementary, how 
f their income is taxable, all taxpay 


rt witl 


hguring 
their gross receipts 
trom the 
this 
operating 


every 
hey receive operation of 
deduct 


expenses, 


From they 


usimesses 
ales and such 


st of maintaining their factories and 


May, 
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to the Tax Man 


machinery, but they cannot deduct capital 
expenditures, such as the 
and machinery 

Chis acquisition 
property to be held for production purposes 
must be capitalized. It forms the 
of the asset, and in computing profit when 
the asset is sold, 


cost of acquiring 


the factories which are 


capital assets. 


cost ot 
cost basis 


this cost basis is deducted 
trom the sales proceeds. In the meantime, 
if the asset has a limited life, its original cost 
is depreciated and deducted over a period of 


time 


Stockmen figure their income in the same 


way, except as required by certain funda 


mental facts inherent 


in their business. In 


the first place, by nature 


and environment a 
expected to keep as 
elaborate or theoretically perfect records as 
a banker or an 


His 


have the 


stockman cannot be 


automobile 
saddle, 


assistance olf a 


manutacturet! 


office 1s his does not 


and he 
battery of expert 
He must be, and is, 


simple 


cost accountants given 


the privilege of 


records and tax 


returns 


Second, the nature of the vith 


property 
different 


other businessman 


does business is 


which he from 


that of any A calf may 
bull used for the 


calves, 


become a mature cow or 
production of other 
tory Or it 


and hence fac 


may be held for sale—as a 
steer as 1S any 

When the 
stockman cannot tell for 
will be held Also, the cow 


production of itself 


sold for meat 


heifer or a other product 


ot a tactory 


calf is born the 
which purpose it 
held for the 
grows old 


hus, 


calves and 


finally is livestock is 
of an ambiguous or two-way 
and the 


stock eventually is held for sale 


These two factors—the two-way 
livestock and the 
the reasons for any 


nature; it may 


be product or factory, factory live 


’ 
nature of 


need for simplicity—are 
exceptional tax treat 
ment accorded the livestock producer. They 
are also the key to most of the specialized 
tax problems, such as capital gains and a 


counting methods, of the livestock producer 
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The booklet was prepared for the National 
Live Stock Tax Committee by its counsel, 
Stephen H. Hart, William D. Embree, Jr., 
Claude M. Maer, Jr., and Donald W. Roe, 


of Denver, Colorado 


CIO's Tax Program 


A Handbook on State and Local Taxes 
Congress of Industrial Organizations, De- 
partment of Education and Research, 718 
Jackson Place, N. W., Washington 6, D. C. 
142 pages. 1954. $2 


This is a very good and an interesting 
handbook on state and local taxes. Being 
written and published by the CIO, it does, 
as One would naturally expect it to do, con- 
tain a propaganda line. The CIO is un- 
alterably opposed to the NAM-suggested 
sales tax. Those who propose tax reforms 
inimicable to CIO leanings are 


Washington.” 


“reaction- 
aries ol 


The tax data is authentic and the theme 
is a good one—particular attention should 
be devoted to the increasing state and local 
tax burden, and the multiplicity of tax 
their duplication by different 

The book leans 
R. A. Musgrave’s 
distribution of tax 
by income groups 


and 
levels of 


forms 
government 
heavily on Professor 


study of the payments 


Certainly, anyone who is interested in a 


serious debate on preferential forms of 


should read the CIO’s 
The book advocates, of course, 
imposition of income 
gressive rates in 
forms 


taxes should have or 
viewpoint 
taxes at 
preterence to all 


steep pro 


other 


“Since all taxes ultimately must be paid 
out of someone’s income, why shouldn't a 
much larger part 
the states and 


of the revenue needs of 
localities be raised in the 
first place from taxes imposed on the net 
incomes of individuals profits of 
corporations: 


and the 


“Surely, the lessons to be learned from 
all.the preceding chapters point to the im- 
mediate need to revise state and local tax 
laws so that very much more public reve- 
nue will come from levies that bear directly 
on income and family status—through pro- 
gressive taxes on individual and corporate 
income and taxes on inheritances, estates and 
gilts. 


“But it is often argued by reactionaries 
that since the federal government already 
gets much of its revenue from progressive 
income taxes, the states and localities 
should emphasize the use of taxes like those 
on sales, excises, property and the like in 
order to keep the total tax structure of the 
nation in ‘balance’. To extend progressive 
taxation to the state and local level would 
practically confiscate the the 
well-off, they cry. 

“This 


on fact.” 


incomes of 


position is just not based 


School Text—Oil and Gas 


Taxation of Ol 
W. Breeding and A 
tice-Hall, Inc 70 Fifth Avenue, New 
11, New York. 1954. $15 

This book sets forth principles of income 
that transactions 
to the oil and gas producers 


Clark 
Pren 


York 


and Gas Income 


Gordon Burton 


taxation control 


common 


| WASHINGTON TAX TALK—Continued from page 326 


bond in his 
show by a 


« ashed 
and 


income for that 
receipt 


withheld on it 


that the tax 
been 


The Treasury Department 


sury Department enforcement statis 


he seven-month period ending Jan 


1955, revealed that there were more 


lle cte d 


previous 


ixpayers but less taxes « 


than in 
fiscal 
returns of all 


Sani period during the 
Che 


d increased 9 per 


number of tax 
cent; collections 

billion to billion 
or tl 


ne decreas reductions in 


from $31 $28.3 


dividual income tax 
uary 1, 1954, 
income tax 


1950 act 


rates effective Jan 


and revisions in corporation 


installment payments under the 


Enforcement efforts for the 


rt ' 
rted on 


period re 
ielded $917 million, an 
of 18 per cent over the previous fiscal year’s 
like period The number of tax 
audited totaled 1,218,000 


increas¢ 


returns 
up to 14 per cent 


Federal alcohol tax collections have 


a downtrend recently, but this may 


1 


ue to a lessening of the American 
Che Treasury’s latest figures showed 
ven-month toll of 6,970 illicit stills 


increase of 13 per cent 
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Articles 


Acquiring Loss Corporations 


“Acquisition of Loss Corporations Under 
the New Revenue Code,"’ by Norman 


Harris. Commercial Law Journal, March, 
1955. 


The author is an attorney, Scranton, 
Pennsylvania. 


he author discusses the various attempts 


{ 


to bar acquisition of loss cor- 
as a tax-saving device, culminating 
re-enactment of old Section 129, but 

vith added teeth, as Section 269 of the 1954 


Code, and the limi 


enactment ot two new 
tations on the carry-over of net operating 
382(a) and (b). While 
he observes that a corporation might satisfy 
the requirements of 382(b) and still be vul 
nerable 269, he that the 


courts will hold that one who is not barred 


losses in Section 


under believes 
under the test of 382(a) can successfully use 
the net 


operating loss 
further 


the tollowing 


carry-over without 
269. He makes 
summarization of the 


being molested by 


possi 
utilizing 
the new Code 


bilities of a loss carry-over under 


(1) If the purchaser 
in Operation the 


intends to continue 
loss and to 
type ol 
acquired through 


part of the 


corporation 
substantially the 
control 


carry on Same 


business, may be 
purchase of all or any 


of the loss c 


stock 


rporation 


(2) It the 


in operation the 


purchaser intends to continue 
corporation but to 

of business, then the stock 
loss corporation must retain 
cent of the stock in the loss 


loss 


loss 
change the type 
o! rie 
1) per 
ration or the 


\ ill be 


le ast 


carry-over advan 


le st 


If the purchaser intends to merge or 
ilidate the 


reorganized of 


loss corporation into a new, 
then 
corporation 


successor corporation, 


loss 


the stockholders of the 
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Digests and Comments 
from Other Periodicals 
«+ « Staff Prepared 


must retain at least 20 per cent of the stock 
of the successor corporation (regardless of 
the type of business to be carried on). Ii, 
however, the stockholders of the loss cor 
poration receive 
interest in the 


less than a 20 per cent 


successor corporation, the 


loss reduced 


net operating 
proportionately 


Ccarry-Over 1S 


(4) In all of the 
tions, the purchaser may 
of the tax benefits of the carry-over 
under the provisions of Section 269 denying 
such use in cases where control is acquired 


three situa 
still be deprived 


rore going 


loss 


principally for the purpose of tax evasion 
or avoidance. However, there is still hope 
for the purchaser in the first situation under 
the dictum of Alprosa Watch Company, CCH 
Dec. 16,559, 11 TC 240 (1948). Likewise, 
in all these situations purchaser would be 
well advised to be fortified with a convincing 
valid business purpose 


Drafting Wills and Trusts 


“Some Drafting Problems Relating to 
Wills and Trusts Under the 1954 Rev- 
enue Act,"’ by James C. Daubenspeck. 
Chicago Bar Record, March,1955. 


The author is an attorney, Chicago. 


Under 2042 of the new Code, 
proceeds of insurance on a decedent’s life 
made payable to a beneficiary 
the insured’s 


Section 


other 
estate will be taxed in the 
insured decedent’s estate for federa 
tax purposes only if he 
“incident of ownership” in the 
his death, exercisable “either alone or in 
conjunction with any other person.” 


| estate 
possessed some 


policy at 


It may be risky from a federal estate tax 
standpoint for the insured to act as trustee 
or cotrustee of a trust created by his wife’s 
will that includes insurance policies on his 
life, or to be given investment control of 
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such a trust, 
that he 
incident of ownership in 


unless it is made absolutely 


clear does not thereby acquire any 
such policies. It 
would seem advisable to insert an express 
all ad 
discretions with 
such policies in someone other 
nsured and that 


insured 


provision in the will clearly vesting 
ministrative powers and 
respect to 


than the clearly stating 
vested in the 


are limited to noninsurance assets. 


investment controls 


In order 


ing the 


to avoid the 
insured an 


possibility of giv 
incident of 
or economic benefit in the 


ownership 
policies on his 
rust, it would 
seem advisable to insert a provision in the 
will prohibiting any distribution to the in 
sured from proceeds (loan or cash values) 
ot the 


life held in a testamentary 


policies, any investments or rein 
vestments of such procee ds or income from 
any suc h policic s, 


proceeds, investments o1 


reinvestments 


It is desirable for the insured’s wife to 
provide in her will for someone, other than 
the insured, acting as trustee to have ample 
that 
from time to time such steps can be taken, 
relating to the insurance held in the trust, 
as may appear to be in the best interests of 
the trust beneficiaries. 


insurance administrative powers so 


The provisions of the insured’s wife’s. will 
that relate to the payment ol 
premiums on the policies on his life held in 
the trust created by her will, and to dis 
tributions of income and principal, should 
dovetail and should not be contradictory 


source ol 


It would seem safe for the settlor of a 
gift tax exclusion trust for the benefit of a 
minor, described in Section 2503(c) of the 
Code, to act as trustee of the trust or to 
designate a person related to him as trustee 
ot the trust. In case 
the applicability ot 

( ode would have to be 


The 


may create a pitfall for the unwary that can 
and should be avoided by careful drafting 
This subsection states that a “power of ad- 
ministration” 


of actual distributions 
section 677(b) of the 
considered. 


fourth subsection of Section 675 


exercisable by any person in 
a nonfiduciary capacity will cause the trust 
income to be taxed to the settlor. If thes« 
“powers of administration” are exercisabl 
by the holder or holders in a 
capacity, the trust income 
the settlor. If the 


trust 


fiduciary 
is not taxable to 
true, the 
income is taxable to the settlor li 
the trust instrument labels the holder of the 


converse 1S 


power a trustee or states that the power 
is held in a fiduciary capacity, no problem 


exists 


Articles 


Saving Through Deferring 


‘Tax-Saving Opportunities in Deferred 
Compensation Under the New Revenue 
Code," by Russell S. Bock. Journal of 
Accountancy, March, 1955. 


The author is a CPA, Los Angeles. 


Code of 1954 made tew 
changes in the basic rules for qualified pen 
that 
were made served to clarify the rules and to 


The Revenue 


sion or profit-sharing plans. ‘The few 


increase the tax advantages of such plans 


Due to its severe conditions regarding non 
discrimination among employees, the quali 
fied plan is often inadequate to provide the 
desired benefits for 


business executives 


Che result has been a growing interest in 


nonqualified deferred-payment plans 


\ nonqualified plan usually takes the form 


of a contract to make payments in future 
years as part of the consideration for cul 


rent services, 


As a result of the general rise in 
prices in the last 


stock 
sto k 
proht 
able for the executives who hold them, and 
it appears likely that there will be an in- 
creasing interest in such plans 


year or s0, many 


options have turned out to be very 


This interest 
will no doubt be stimulated by the changes 
made in the 1954, 
favored 


Revenue Code of which 
treatment 
provided in the tax law for re 


stricted stock options 


extended somewhat the 


already 


One important change 
Code relates to the 
price must be 


made by the 1954 
rule that the 
at least 85 per 


option 
cent of tar 
Under prior law, the original 
option price had to be fixed, and it 
not be changed as the market 


market value 


could 
rose or fell 
lhe new law permits a variable price based 
on a formula giving effect to changing mat 
ket prices, provided the formula applies the 
principle of the 85 per cent rule The option 
price under the formula, computed as if the 
option had been 
must be at 


exercised 
least 85 pet 
at time ot grant 


Another important change made by the 
1954 Code makes restricted-option benefits 
available to holders of large blocks of stock 
under Under the old law, 
the benefits were not available to a holder 
ot more than 10 per cent of the company’s 
voting stock Under the new law, such a 
holder may participate in the plan—provided 
the option price 1s at least 110 per cent ol 
fair market value at the 


when granted, 


cent of the value 


some conditions 


time the option is 
granted and the option has a life of no more 
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than five years. (The five-year rule is waived 
if the exercised within one year 
after enactment of the 1954 Revenue Code.) 


option 1s 


Prior to the 1954 Code, the capital gain 
benefits of restricted stock options did not 
apply was not 


ntil after the employee’s death 


where the option exercised 
The new 
aw extends capital-gain treatment to such 
Case It also eliminates the time limitations 
(two years from date of grant and six months 


from date of exercise) in such cases 


\ stock option plan may offer tax ad 
even though it does not qualify 
the rules relating to 


vantages 
under “restricted” op 
tion Analysis of recent developments in- 


dicates the following general rules: 


(1) If the option was intended to give the 
employee a proprietary interest in the cor 
poration and not intended as compensation, 
the transaction is treated as ordinary pur 
chase of stock (Bowen, CCH Dec. 20,471, 13 
TCM 668 (1954): LoBue, CCH Dec. 20,365, 
22 TC 440 (1954)) 

(2) If the 
compensation, 


itself intended as 
the value of the 
taxable 


option was 
option is 
income in the year the 
(McNamara v. Commis 
210 F. (2d) 505 
(1954), rev’g 19 TC 1001; Estate of Stone, 
CCH Dec. 19,474, 19 TC 872 (1953), aff'd, 
54-1 uste § 9209, 210 F. (2d) 33 (1954)) 
(3) If the option 
the option itself 


treated as 
granted 
sioner, 54-1 ust 


option 1s 
« 9755 


arrangement—but not 
was intended as compen- 
sation, the employee is taxed on ordinary 
income (the spread between the fair market 
value of the stock and the option price) at 
the time the option is exercised (MacDonald, 
CCH Dec. 20,651, 23 TC —, No. 34 (1954); 
Sorenson, CCH Dec. 20,340, 22 TC 321 
(1954) ) 


Taxing Life Insurance Proceeds 


“The New Internal Revenue Code: 
Taxation of Life Insurance and Annu- 
ities,"’ by Charles D. Post. American Bar 
Association Journal, February, 1955. 


The author is an attorney, Boston. 


Proceeds of life insurance paid by 
of the death of 
rules, 


reason 
the insured are governed 
under Section 101 of 
the 1954 Code. These rules apply if the 
insured died after August 16, 1954. The 
old law applies if the insured died before 
that date 


by one set ot 


The general rule of the old law is unchanged 
that proceeds of life insurance payable by 
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May, 1955 ® 


reason of the death of the insured and paid 
in a lump sum are completely excluded 
from gross income if the insurance policy 
has never been transferred for a valuable 
consideration 


Life insurance proceeds payable by reason 
of the death of the insured in installments 
for either a fixed period of time or during 
the lifetime of one or more beneficiaries are 
taxable under a new set of rules. 

Amounts payable during the lifetime of a 
beneficiary are taxed under the “life 
expectancy” rule. The basic principle is 
that receipts by the annuitant attributable 


to the cost of the contract are excluded and 
the balance is subject to income tax 


new 


An amount payable over a stated period 


of years is sometimes called an 


annuity 
certain only. Under the short computation, 
the total of the guaranteed payments is 
divided by the number of years during which 
they 


which may 


are to be paid. The result is the amount 


be received tax free each year. 
The balance is taxable as ordinary income. 
This new “installment 
places the old rule, under 
which amounts received were tax free until 
the entire had 


which each payment 


recovery” rule re 


“ ” 
cost recovery 
cost been 


recovered: after 


was fully taxable 


Upon an exchange of a policy, the excess 
of the value of the policy received above the 
cost of the policy surrendered was taxable 
under the old law. Code, in Sec- 
1035, hierarchy of the 
three principal types of contracts. At the top 
is the life followed in 
order by endowment and annuity contracts. 
No gain or loss is recognized unless the new 
contract has a 
surrendered. 


The new 
tion establishes a 


insurance contract, 


higher status than the one 


The new Code, like the old, permits no 
deduction for premiums paid on any life 
insurance policy covering the life of any 
officer or employee, or of any person finan- 
cially interested in any trade or business 
carried on by the taxpayer, when the tax 
payer is directly or indirectly a beneficiary 


under such policy 


Both the old and the odes disallow 
any deduction for interest paid on indebted 


new ( 


’ , 
ness incurred, or continued, to purchase or 
carry a single-premium life 
endowment contract, but 


annuity 


insurance or 
this left 
| he new Code 


a loop 
hole for contracts 
extends the denial of the interest deduction 
to indebtedness incurred or continued to 
purchase or carry a single-premium annuity 


contract purchased after March 1, 1954 
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Taxes Down Under 1955 Budget 


Personal income taxes, corporation 
taxes and excise taxes reduced. 

The annual budget for 1955 
Parliament by the 
April 5, 


ductions 


; presented to 
Minister of Finance on 


provides for a number of tax re 


Personal income taxes were reduced ap 
proximately 10 per cent on the 
effective July 1, 1955, by lowering the 
present rates in the graduated rate table by 


two percentage points The 


average, 


new schedule 
vides relief to about 3.8 million 
taxpayers The benefit to 
from a 13.3 per 


lowest 


of rates pre 


taxpayers will 


scale cent reduction in the 


bracket to a 2.8 per cent reduction 


in the highest bracket 


Che tax rate on corporate income was 


reduced from 49 per cent to 47 per cent (in 


cluding 2 per 


cent for old-age security 
which remains unchanged) on 
excess of $20,000. The 
the first 


changed. The new rate is 


1955 


income in 
lower rate of tax on 
$20,000 of income remains un 
effective as ot 


January 1 


The special provisions exempting income 


from metalliferous or industrial mineral 


mines for the first three years of produc 
tion was extended to mines beginning pro 
Formerly 


duction at any time in the future 


the exemption was restricted to mines be 
ginning production prior to the end of 1957 
The special deduction for preproduction ex 
ploring and 


drilling incurred in 


the search for minerals. oil and was was also 


expenses 


made permanent 


extended 


Previousiy it had been 


} 


from year to year. The special 


allowance for drilling deep test wells will 


end with the 1955 taxation veal 


Some cuts were effected in sales and ex 


cise taxes The so-called 


luxury tax on 
automobiles was reduced from 15 to 10 per 
cent The 10 per 


automobile tires and tubes was eliminated 


cerit special excise tax on 


Canadian Tax Letter 


Tax Reductions .. . 


Depreciation on Houses . . . 


Irish Tax Agreement 


Canadian Tax Letter 


Several new items were added to the list ot 
The s¢ 
cattle 
wood 


articles exempt from the sales tax 
included 


and mink 


materials used in poultry, 
feeds; creosote and other 
used in terrazzo 
fibre pipe; rims 


for kitchen sinks; floor tile; and wallpaper 


preservatives; materials 


flooring; certain types of 
All the reductions in sales and excise taxes 


were made immediately effective 


Last vear, the government announced that 
it would undertake 
the law on 


a complete revision of 

“The task 
more difficult 
and time-consuming than anticipated,” the 
Minister of Finance explained. He added 
that the new bill would not be 
introduction until 


succession duties 


has proved to be somewhat 


ready tor 
next year 


Depreciation on Houses Not Allowed 


Capital cost allowance cannot be taken 
on houses on land acquired for business 
expansion. 


An automobile dealer purchased some 
land adjacent to its business establishment 
[wo located on this 
land and during the tax year under review 
these 
months, the 
months. The 


primary 


frame houses were 


houses were rented—one for eight 
one-half 
that its 
the land, 
and incidentally the houses on it, 


vestment 


other tor five and 
company submitted 
intention in acquiring 
was in 
Che fact that at some time in the 
property 
expansion of the 


future the needed for 


and the desir 
ability of keeping it out of the hands of a 


would be 
business 


competitor were claimed to be more or less 
secondary Minister 
to allow a capital cost allowance (deprecia 


motives Che refused 
tion) by the company in its breakdown of 
the purchase price of the property. His 
contention was that the houses in question 
did not qualify for capital cost allowance 
because the property was bought for the 
purpose of producing income 
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Phe 


holding 


Appeal Board dismissed the appeal, 
that the motive 
of acquiring the the 
land for its business expansion and not to 
acquire the for investment to pro- 
duce income Burrows Motors Ltd, v 


Minister of National Revenue, 55 DTC 172. 


taxpayer's basic 


property was to us¢ 


houses 


lrish Tax Agreement Ratified 


Reciprocal pact for avoidance of double 
taxation on income and_ succession 
duties approved by Canada. 


The Canada-Ireland reciprocal tax agree- 
ments for avoidance of double taxation on 


income and succession duties have been rati 
fied by The acts implementing the 
agreements received Royal March 
31, 1955. The take 


effect ratification by ex- 


Canada 
Assent on 
will 


agreements not 


until Ireland and 


change of the instruments of 


ratincation 


the 
to Canadian 


The provisions of income tax agree- 


ment will apply taxes for tax 
years beginning on or after January 1 of the 
calendar which the 


exchanged. 


year in instruments ot! 


ratincation ar¢ 


The Succession Duty Agreement will ap- 
ply to the estates of persons dying on or 
after the the govern 
ments exchange the ratification instruments, 


date on which two 
and to the estates of persons dying before 
that the cal 
endar the 


persons 


the last day of 
immediately 


date and afte 
yeat preceding, if 


personal representatives of such 


elect in writing to have the agreement apply. 


Business Expense 


Expense of office and storeroom in 

home denied manufacturer's agent. 

\ manufacturer’s agent sought to deduct 
a percentage of the 
home as a business expense 


cost of operating his 
He based his 
claim on the fact that he used part of his 
home as an office and another part as a 
storage warehouse for the bulky 


necessary 


samples 
To arrive at the 
totaled the 
electricity, 
mortgage, etc 
He then computed the percentage of space 


to his business. 
the 
his home 


deduction claimed, 


agent 


cost ot operating 


heating, taxes, interest on 


in the home dedicated to his business 
enterprise 
The Appeal Board dismissed the tax- 


payer's appeal. The facts in this appeal 
were not distinguishable from the facts in 


several 
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previously dismissed appeals in- 


May, 


do its job. It would be imprudent to set a 
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volving professional musicians using a room 
in their home as a studio.—Arnott v. Minis 
ter of National Revenue, 55 DTC 125. 


Search Ruling Review Denied 


Minister's right to seek evidence of 
violation not appealable. 


The Income Tax Act authorizes the 
Minister of National Revenue, with the ap- 
proval of an Exchequer Court judge, to 
search a taxpayer’s premises for documents 
which may disclose evidence of a violation 


of the act. 


In a recent case, a taxpayer moved to 
rescind an “order” authorizing such a search 
The motion was dismissed. What was 


“order” was not an order 
but approval of the authorization to make 
the search, it was held. 
approval not by reason of powers possessed 
as a judge of the Exchequer Court, but as 
one designated by the statute. The statute 
gave the judge discretion to approve or dis- 
approve the authorization to make the search 
Such discretion is exercised summarily and 
finally. —Biggs v. Minister of National Rev 
DTC 1061. 


claimed to be an 


The judge gave 


enue, 55 


Capital Losses 


Salesman’s losses on lending operations 
not deductible. 


A salesman, paid on a commission basis, 
sought to deduct his taxable income 
two losses incurred from lending money to 
companies he represented. He claimed that 
these enable him to 


from 


made to 
the were expenses 
laid out to earn income and, further, that 
such transactions were quite customary in 
his trade. The Minister disallowed the 
He ruled the losses to be of a 
capital nature. 


loans were 


earn losses 


income and 


deductions 


The Appeal Board agreed with the Minis- 


ter. The losses in question were clearly 
capital losses. The one loan was secured 
by a chattel mortgage under which the 
appellant caused a seizure to be made. The 
loss resulted when the proceeds of this 
seizure failed to cover the face value of 
the mortgage. The second loan was not 
repaid. This loss was also a capital loss. 


The appellant failed to bring evidence to 
support his that loan transac- 
tions of this nature were a custom of the 


contention 


trade of salesmen selling on a commission 
basis.—No, 235 v. Minister of National Reve- 
nue, 55 DTC 123. 
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Meetings of Tax Men 


New York University. 
May 19, and Friday, May 
on problems of the charitable foundation 
will be conducted at the New York Uni 
versity School of Law, Washington Square, 
New York City 
nouncement by 
director of the 


On 


20, a conference 


‘Thursday, 


According to the an 
Sellin, executive 


university's department of 


Henry 
conferences and institutes, the four 
will include 19 with question- 
and-answer periods scheduled for both after- 
noon 
The registration fee for 


ference is $25; 


sessions 


addresses, 


meetings. 


the entire 
for each day, $15 


Oklahoma.—A 


law of 


con 


University of 
the taxation and of oil 
will May 23 at Norman, 
Oklahoma, sponsored by the University of 
Oklahoma. The 
held in the university’s downtown center 
at the Lockett Hotel, is primarily intended 
to acquaint general practitioners with basic 


six-day 
course on 
and gas open 


intensive program, to be 


concepts and recent legislation in these 
fields. 

The cost of enrollment, which will be 
limited, is $50—Zincluding textbooks and 


materials. Inquiries and reservations may 
be directed to F. Lee Hayden, Director of 
Short Courses, North Campus, University 
of Oklahoma, Norman, Oklahoma 


Stanford University.—The School of Law 
of Stanford University is planning a two 
week tax conference to be held Au- 
gust 22 to September 2 on The 

150 Stanford 
which remained 
after April 15 may be applied for by other 
members of the bar 


from 
campus. 
conterence 


was open to 


lawyers, but any places 


The courses include 11 two-hour sessions 
Professor A. James 
Casner, Harvard Law School, and a lecture 
series during both weeks on tax problems 


Tax-Wise 


on estate planning by 


of small business, by Professors Gerald 


\. Wallace, New York University Law 
School; Boris ] Bittker, Yale 
School of Law; and Stanley 
Stanford University School of 
addition, there will be other 


University 
Morrison, 
Law In 
lectures, semi 


nars and panel discussions conducted by 
members of the Stanford faculty and by 
leading attorneys 

The conference fee is $100. Board and 


room on 
further 
Dean, Stanford University 
Stanford, California 


be arranged For 
Othee of the 
School of Law, 


campus May 


information, address 


Our Cover 


Government debt at all levels is on the 
increase, as the graphs and figures on the 
cover indicate, but there is optimism about 
the country’s fiscal health in the White 
House, according to the most recent Eco 
nomic Report of the President, transmitted to 
the Congress January 20, 1955 

(All years in the following data and on 
the cover are fiscal years.) 

The federal debt increased $3.9 billion in 
1952, $7 billion in 1953 and $5.2 billion in 
1954 It is expected to continue to rise, 
but more slowly. Official estimate for 1955 
a $3 billion increase; for 1956, $1.7 billion. 
These boosts (projections of the graph on 


the cover) will bring the total federal in- 
debtedness to $274.3 billion in 1955 and 
$276 billion in 1956. 

The federal debt limit is $275 billion. 


(Last year the Congress increased it tem- 
porarily by $6 billion to seasonal 
needs, but that authority expires on June 
30.) The President anticipated the need to 
make a substantial raise in the authorized 
debt limit in his report. He said: “The 
increase should be large enough to provide 
the Treasury with the necessary latitude to 
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cover 


yation 


meate nme at the talladwing 


rermire. 





do its job. It would be imprudent to set a 
new statutory debt limit which left virtually 
no margin for unpredictable fluctuations in 
Federal receipts and expenditures. A higher 
limit will in no way lessen the persistent 
efforts of the Administration to reduce ex- 
penditures further, but it will enable the 
‘Treasury to discharge its financial responsi- 
bilities more effectively.” 


The slackening of the federal debt in- 
crease was attributed in part to reduced 
expenditures in 1954. The picture was dif- 
ferent in recent years in state and local gov- 
ernments, which continued their efforts to 
meet the need for public improvements and 
services resulting from increased population 
and the deferral of construction during the 
war years. Their sharp dollar increases in 
indebtedness in recent years (see the cover) 
appear less drastic when stated in terms of 
another moving standard in the economy, 
such as the gross national product (GNP). 
In 1929, for example, the gross debt of state 
and local governments was 16.5 per cent of 
the GNP; by 1939, it had increased to 22 
per cent. The picture changed in recent 
years. In 1949, the total was only 8.1 per 
cent of the GNP. Since then it has risen 
slowly, reaching 10.6 per cent in 1954. 


State Tax News 


California.—A. B. 60, which has passed 
the senate, exempts from tax sales of prop- 
erty used by the buyer outside the state for 
incorporation into real property. Chapter 
70, approved April 1, specifically subjects to 
the tax sales to contractors of material for 
use in performance of federal contracts for 
construction of improvements to real estate. 


Connecticut.—In view of the statutory 
adoption of federal net income, with ex- 
ceptions, as the basis for computing taxes 
measured by income, the new Internal 
Revenue Code provisions affecting the 
computation of income and not expressly 
excluded may be considered applicable to 
Connecticut. Examples include the new 
methods of computing depreciation and the 
current deduction of research and experi- 
mental expenditures. The pending retro- 
active repeal of Code Sections 452 and 462, 
relating to prepaid income and reserves for 
estimated expenses, respectively, however, 
will likely make them inapplicable to Con- 
necticut returns as well 


Provisions expressly excluded, such as 
lor net operating loss deductions, 01 pro- 
visions not relating to the computation of 
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federal definition and will include interest 
on state. county and municinal honds hut 


sseesrermrene 


income, such as declarations and advance 
payments, have no application 


Illinois—Governor Stratton, addressing 
the legislature, stressed the need to return 
“for one year” to the three-cent retailers’ 
occupation tax (now two cents) in order 
to keep the budget balanced. His budget 
message further suggested enactment of a 
use tax and that a constitutional amend- 
ment to the revenue article be submitted 
to the electorate. He said that no increase 
in highway-user taxes will be necessary. 

In addition to the taxes imposed by the 
Inheritance Tax Act, a tax is levied, by 
S. B. 21, upon the transfer of the net estate 
of every decedent dying subsequent to July 
24, 1949, or, if such estate is situated partly 
within and partly without the state, upon 
that portion of the net estate which has a 
taxable situs in Illinois. The tax is equal 
to the maximum tax credit allowed for 
state death taxes against the estate taxes 
imposed by the United States upon the 
taxable estate under the applicable pro- 
visions of the 1954 Code, less the inherit- 
ance taxes, if any, due the State of Illinois. 
There is no change in rates or ultimate 
results, only in terminology. 


Iowa.—The period for examination of 
individual income tax returns has been 
changed by H. B. 447. The correct amount 
of income tax must be determined within 
three years, instead of two years, after the 
return is filed. If a taxpayer omits from 
income such an amount as will, under the 
1954 Code, extend the statute of limitations 
for assessment of federal tax to six years, 
the period for examination and determina- 
tion will be six years. The period for 
examination and determination is unlimited 
in the case of a false or fraudulent return 
with intent to evade the tax. The burden 
of proof of additional tax owing under the 
six-year period or the unlimited period is 
on the tax commission. 


Kansas.—The income tax law has been 
changed by S. B. 249, which provides that 
any refund or recovery of any taxes for 
which a deduction has been taken shall be 
income to the taxpayer for the year in 
which the refund or recovery is received. 
Other changes made by S. B. 249 include 
(1) the adoption of the new federal method 
of taxing annuities on a life expectancy 
basis, with an exclusion for benefits paid 
under the state teachers’ retirement act; 
(2) a deduction for farmers for soil and 
water conservation and erosion-control ex- 
penditures, limited to 25 per cent of gross 
income in one year, with the balance car- 
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United Press Photo 


District of Columbia residents 
staged a rally on April 15 to protest 
taxation without representation. 
High point of the demonstration was 
the releasing of 48 giant balloons 
at the Washington Monument, each 
containing a message to the governor 
of one of the 48 states, asking his 
aid in bringing the voteless 

plight of District residents to the 
attention of the American public. 


ried forward; (3) the limitation—to tax 
payers selling or otherwise disposing of 
real property for a price of more than 
$1,000—of the privilege of reporting install 
ment-sale income as it is received; (4) the 
elimination of interest paid to stockholders 
or shareholders, or members of their im- 
mediate families (unless the interest was 
paid on money actually borrowed for ordi- 
nary expenditures for actually carrying on 
the business of the corporation) as a de- 
duction in computing net income; (5) the 
adoption of percentage-depletion allowances 
granted in Section 613(b) of the 1954 Code. 


H. B. 140, exempts from in 
heritance tax all transfers to or for the use 


A new law, 


of any corporation, organization, associ 
ation, etce., organized and operating ex 
clusively for religious, charitable, public, 


scientific or educational purposes, or to a 


trustee for such purposes, if such organi 


Tax-Wise 


Tenneneee, “he denartmant nf Gaance 





zation 
ments 
Kansas 


meets one of the following 
organization under the 
or the United States; 
on the transferred property for use within 
Kansas; organization under the laws of 
another state or country which imposes no 
tax thereon or allows similar exemption in 
respect of property transferred to a similar 
corporation, organization, etc., organized or 
existing under the laws of 
country. 


require- 
laws of 
limitation 


another state 


or 


Massachusetts.— Extended for a second 
time, the due date for information returns 
from taxpayers required to file such returns 
in accordance with provisions of Section 33, 
Chapter 62, Massachusetts General 
is now June 15, 1955. The first 
was from March 1 to April 15. 


Laws, 
extension 


Employers are to report annual wages, 
salaries and compensation totaling 
$600 or more paid to employees on Form 
6A, to be accompanied by Summary Forms 


other 


6 and 7. Although copies of federal Form 
W-2 may be substituted for the 6A’s, the 
summary forms are a must. 

New retail sales and use taxes are pro- 
posed by H. B. 2650. The rate would be 
3 per cent, with no tax to be collected on 


sales of 35 cents or less. 


Michigan. 


tax 


Proposed new gift and inherit- 
ance 


H, 


fer, 


laws would provide as follows 


B. 369 would levy a tax on any trans- 
whether in trust or otherwise, of real 
personal property situated within the 
made direct indirect gift by 
In the of 
gifts, other than gifts of future interest in 
property, made to any person by the donor 
during the calendar year, the first $3,000 would 
not be included in the total amount of gifts 


or 


State as a or 


a resident or nonresident case 


made during the year, and a cumulative 
lifetime exemption of $30,000 would also 
be granted. The rates would range from 


2 per cent on gifts not in excess of $50,000 
to 20 cent exceeding $10 
million 


per 


| on gifts 


The rates under the new inheritance tax 
law (H. B. 368) would be the same as those 
for the gift tax. The minimum tax, how- 
ever, would be one equal to the maximum 
credit allowable to the estate of the de- 
cedent against the United States estate tax 
the proper reduction 
tangible personal property 
located outside the state. 


less 


real o1 
estate 


for 
of 


any 
the 


Montana.—The state income tax law has 
been amended by H. B. 354 to provide that, 
for taxable years ending after June 30, 1955, 
adjusted gross income will follow the 1954 
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federal definition and will include interest 
on state, county and municipal bonds, but 
will exempt interest on United States obli- 
gations and dividends from national bank 
stock. Deductions allowed in computing 
the state tax will also follow the 1954 fed- 
eral definition and include federal income 
tax, but not state tax, paid during the year. 
4 standard deduction of 10 per cent of the 
adjusted gross income will be allowed resi- 
dents. Persons changing resident status 
during the year will file only one report 
instead of the former two. Nonresidents 
will report on income from within the state. 
\ declaration of estimated tax may be 
filed, and the tax be paid on that basis. 


New Jersey.—Pending S. B. 203 would 
exempt trom transter taxes property pass- 
ing to any institution instructing or aiding 
the blind in adjusting to their environment 
and in the use of dogs or other guides 


The Superior Court of New Jersey, Ap- 
pellate Division, held in a recent case that 
the residence of a minister is not always a 
“parsonage.” A religious corporation was 
denied an exemption upon its three build- 
ings which serve primarily as residences 
for ministers engaged in the work of the 
corporation, since these buildings are not 
“parsonages” and since they are not “actu 
ally and exclusively” used in the work of 
the corporation.—Township of Teaneck 7 
Lutheran Bible Institute, March 17, 1955. 


New York.—Three federal-type personal 
income tax exemptions have been passed 
by the legislature: expenses up to $600 for 
care of a child under 12 or who is physi- 
cally or mentally incapable, if the care 
permits the taxpayer to take a job; $500 
for persons 65 or over and $500 for blind 
persons; and medical expenses exceeding 
3 per cent of net income, but not to exceed 
$2,500 where joint returns are filed or for 
heads of households and $1,500 in other 


Cases 





The president of the State Tax Com- 
mission, George M. Bragalini, has announced 
that the commission has launched a state- 
wide drive against New York income tax 
delinquents and evaders. Also, a review of 
audit procedures in the state income tax 
bureau has been directed 


Until December 31, 1956, or the termi- 
nation of the present national emergency 
as proclaimed by the President, whichever 
is earlier, the term “resident” shall not in- 
clude a person in the armed forces of the 
United States who is not domiciled in New 
York, notwithstanding the fact that he 


maintains a permanent place of abode with 
in the state and spends in the aggregate 
more than 183 days of the taxable year 
within the state. 


North Carolina.—According to an opin- 
ion of the North Carolina Attorney General, 
dated February 9, 1955, a former partner 
in an insurance agency may not deduct 
from his gross income amounts paid for 
the interest of the other partner which— 
except for a small amount paid for tangible 
property—are payments for good will, rep- 
resenting the possibility that policyholders 
will return to the agency to renew their 
policies. The sum is paid in monthly in- 
stallments, with interest, and the interest 
is deductible. 


H. B. 713, now before the legislature, 
suggests an increase in the retail sales and 
use tax rate from 3 per cent to 3.5 per cent. 
The rate with respect to any single article 
would be 3.5 per cent on sales up to $1,000, 
and 1 per cent on the price in excess of 
that amount. Alternatively, H. B. 833 would 
increase the present tax as applied to 
jewelry, furs, toilet preparations, luggage, 
and similar merchandise to 10 per cent; 
these luxury items would be further hit in 
that the single-article maximum tax of $15 
would not apply. 


Ohio.—A new tax law authorizes issu- 
ance ol permits providing for direct pay- 
ment to the state of the sales and use tax 
where it is impossible at the time of a 
purchase to determine whether the tax 
applies. Manufacturers or other consumers 
who hold such permits are required to file 
quarterly returns, (S. B. 77.) 


Oregon.—Emergency taxing power is be 
ing sought through a proposed amendment 
which would change the present rule by 
providing that an initiative measure would 
not affect a tax accruing prior to the date 
of the election at which it was approved. 
The amendment would remove Oregon's 
unique prohibition against the declaration 
of an emergency in a tax law, and would 
erase the clause which prevents tax legis- 
lation from becoming effective until 90 days 
after adjournment of the Oregon Legis- 
lature. 


Pennsylvania.—H. B. 727 proposes to 
bring exemptions of transfers of real or 
personal property, or of future interests 
therein or income therefrom, for charitable 
or religious purposes into line with the 
provisions of Section 2055(a)(2)-(4) of the 
federal Code 
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Tennessee.— T he 
and 


department of finance 
amended various fran- 
chise and excise tax regulations to incorpo- 
rate the latest changes in the law. Regu- 
lations 1 and 4 reflect the changes made 
by Chapters 183 and 185, Laws 1955, con- 
cerning corporations recently commencing 
to do business in the state. Regulation 10 
reflects Chapter 135, Laws 1955, which 
Section 1123.5, concerning the 
reporting of dividends paid, 
credited to residents of 
addition, Regulation 21 (capital gains and 
losses) was amended to add the statement 


taxation has 


amended 
accrued or 
Tennessee. In 


that net operating loss carry-overs are not 
allowed, and Regulations 22 (interest on 
government securities) and 24 (operations 
outside the state) add 
provisions concerning non- 
apportionable 
rations 


amended to 
deduction of 
income by foreign 

Regulation 18 (reserves 
sales) was amended to provide that “esti- 
mated permitted under the 
1954 Code are included in determining the 
measure of the franchise 
changes made 
riod covered) and 


were 


corpo 


installment 


« xpenses” as 


tax, and minor 
in Regulations 6 (pe- 
13 (sales to customers). 


were 


Texas.—A proposed constitutional amend- 
ment (H. J. R. 15) would provide, in lieu 
of the seven-cents-per-$100 tax, an ad 


valorem tax of two cents on each $100 of 
valuation to be imposed by the state on 
all property for purposes of creating a 
special fund for continuing payment of 
Confederate pensions and of establishment 
and continued maintenance of a state build- 


ing fund. A state ad valorem tax of five 
cents per $100 of valuation would be levied 
to create a fund for acquiring, constructing 


or initially buildings or 


equipping perma 
nent improvements at designated institutions 
of higher learning, authorities of which 
would be enabled to issue bonds to be 


paid off from proceeds of the levy. 
H. B. 766 would divide 
on taxation two. It 
almost all of the tax rates by 10 per 
and a few of the rates by 
other direction, the tax on 
would be reinstated, a 
levied on 


the present title 
into would reduce 
cent 
more; in the 
carbon black 
new one would be 
and 
companies would be 
Beginning September 1, 
cigarettes would be 


uranium 


ores, those on 


insurance increased 
1957, the tax on 
further decreased 
West Virginia.—Among the amendments 
made to the sales tax law by H. B. 127 are 
provisions to allow for additional exemp- 
tions on the sales of 
personal 


following: tangible 
property consumed in the pro- 
duction of an agricultural product, the ulti 
mate sale of which is taxed; materials or 
services consumed or used directly in con- 
nection with production of natural resources, 
communication, transmission, contracting, 
transportation and manufacturing; isolated 
sales; sales to religious and charitable or- 
ganizations where no charge is made to the 
recipients of their services; sales to national 
organizations engaged in distribution of 
goods without charge for relief and wel 
fare work; and sales of tangible personal 
property bought for resale. 


City Tax Calendar... 


June 15—Arizona: Phoenix business privi- 
lege tax reports and payment due. Colorado: 
Denver sales tax 
due. Ohio 
tax second 


reports and payment 
Columbus corporate income 
installment (estimated) due; 
Columbus personal income tax second in- 
stallment (estimated) due; Youngstown 
corporate income tax installment 
(estimated) due; Youngstown personal 
second installment (estimated) 
Erie personal income 
installment due; Erie School 
District income tax second installment due; 
Harrisburg mercantile license tax reports 
and payments due; Scranton income tax 
third installment due; Scranton School 
District estimated income tax second in- 
stallment due; Scranton School District 
fourth installment.of balance of previous 


second 


income tax 
due. Pennsylvania: 
tax second 


year’s estimated income 


Tax-Wise 


tax due, 


June 20—Louisiana: New Orleans sales and 
use tax reports and payment due. New 
York: New York City sales and use tax 


reports and payment due. 


June 25—New York: New York City con- 
duit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due 


June 30 St. Louis employer with 
holding reports and payment due. Ohio: 
Cincinnati income tax reports and pay- 
ment due; Toledo corporate income tax 
second installment (estimated) 
Toledo personal income tax second in 
stallment (estimated) due. Pennsylvania: 
Erie School District withholding tax re- 
ports and payment due; Philadelphia per- 


sonal property taxes delinquent 


Missouri 


due; 
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State Tax Calendar 





The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ALABAMA: June 15—Corporate incom 


; 


tax second installment due.—Personal in 
ome tax second installment due 


ARIZONA: June 6—Property reports from 
railroads, telegraph and telephone com 
panies duc June 15—Corporate income 
tax second installment duc 


DELAWARE: June 30—Foreign corpora 


tion annual reports due 


GEORGIA: June 15—Corporate income 
tax second installment due.—Personal in 
come tax second installment due. 


IDAHO: June 20—Property tax semian 


nual installment delinquent 


ILLINOIS: June 1—Personal property tax 


reports and payment due (last day) 
Property tax semiannual installment from 


private car lines duc Real property tax 


semiannual installment due 


IOWA: June 6—Property reports from 


freight line and equipment companies due 


KANSAS: June 20 Property tax second 


installment due 


KENTUCKY: June 30—Domestic and for 


eign corporation annual statement of process 
agent due.—Foreign corporation statement 
of existence due 


LOUISIANA: June 15—Income tax re 


ports and payment from foreign corpora- 
tions having no office in Louisiana dus 


MAINE: June 1—Franchise reports due 
MASSACHUSETTS: June 20—Corporate 


franchise (income) tax report from utili 
ties due. 


MICHIGAN: June 30—Public utilities tax 


first installment due 


MINNESOTA: June 30 Property reports 


due (last day). 
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MISSISSIPPI: June 15—Corporate income 
tax second installment due Personal in- 
come tax second installment due 


MISSOURI: June 1—Property reports due 
MONTANA: June 15—Income (corpora 


tion license) tax due 


NEBRASKA: June 1—Property reports 
from car companies, other than sleeping 
car companies, and from air carriers due 


NEW JERSEY: June 15—Franchise tax 


from railroad companies due 


NORTH CAROLINA: June 15—Corpo- 
rate income tax second installment due 
Personal income tax second installment 

due 


OHIO: June 20—Property tax semiannual 
installment from public utilities due— 
Real property tax seminnual installment 
due 


OKLAHOMA: June 15—Bank excise (in- 
come) tax second installment due.—Cor 
porate income tax second installment due 

Personal income tax second installment 
due 


SOUTH CAROLINA: June 15—Bank in- 
come tax second installment due.—-Cor 
porate income tax second installment due 

Personal income tax second installment 
due 


SOUTH DAKOTA: June 1—Property re- 
ports from railroad, telegraph and tele 
phone, sleeping car, light, power, heating, 
water, and gas and pipeline companies 
due, June 30—Property reports due (last 
day). 


TEXAS: June 30—Property tax second in- 


stallment due 


UTAH: June 15—Excise (income) tax sec 


ond installment due. 


VERMONT: June 15—Personal income 


tax second installment due. 


VIRGINIA: June 1—Corporation income 


tax due. 
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Federal Tax Calendar 





June 15—— 


Due date for payment of second quartet: 


of 1955 individuals 
If declaration is filed 
first time, one third of estimated 


Form 1040-ES 


estimated tax by 
(except larmers) 
tor the 


tax is due 


Due date for payment by corporations ot 


second half of 


income taxes due for 


1954 


calendar yeat 


Last day for a 
vidual 


alien indi 
1954 did 
wages subject to withholding 
Code Section 3402 


that year of his tax 


nonresident 
who tor calendar year 
not have 
at the 


to file return for 


source undet 


able income from sources 


United States. (( 
(a) and 6072(c).) 


within the 
ode Sections 871, 6012 


Due date of deposit by employe with a 


federal reserve bank o1 


authorized de- 
positary of the amounts of (1) income 
tax withheld from wages, 
tax deducted 
(3) employer’s tax unde 


(2) employees’ 
Section 3102 and 
Section 3111 
where, during the preceding month, the 
aggregate ot 
$100 li 


under 


such amounts exceeded 


an employer pays wages to 
agricultural labor subject to taxes under 
(2) and (3) above, he will make a sepa 
rate computation for this group to de 


termine whether the $100 minimum has 


been exceeded (Regulations 120, Sec 
tion 406.606.) lorm 450 (depositary 
receipt) 


Monthly information return of stockhold 


ers and of officers and directors of for 


eign personal holding companies due 
for May (Code Section 6035.) Form 
957 

Due date for delivery to local director of 


internal revenue, by 
the United States, 


stamp depositaries of 
of requisitions for all 


stamps purchased during the preceding 


month, with statement showing stamps 


on hand at be yinning and end ol ucl 


1 


month and stamps sold during that 


month. Payment also due for 


of sales of stamps sold during preced 
ing montl 


3.142.) 


(Regulations 71, Se 


Due date 
for the 


. by general extension, of returns 
1954, in the case 


») foreign 


( ale ndat ycal 


ot (1) foreign partnerships, (2 


corporations which 


maimtam an othce 


or place of business in the United 
States, 


transact 


(3) domestic corporations vhich 


their business and keep then 


records and books of accounts abroad, 


(4) domestic corporations whose prin 
cipal income is from sources within 
th possessions ot the United States 
and (5) American citizens residing of 
traveling abroad, including persons in 
the military or naval service on duty 
outside the United States (Regula 
tions 118, Section 39.53-3(a).) lorms 
(1), Form 1065; (2)-(4), Form 1120; 
(5), Form 1040 
June 29—— 
Last day for Commissioner to act on 


application for a tentative carry-back 
filed with cor 


calendar year 1954. 


adjustment which 


was 
poration return tor 


June 30—— 
Due 


cCxXcCise 


date for payment of the following 
May to the Federal 
Bank or an authorized deposi 
May 


| 
deposit 


taxes tor 
Reserve 


tary, if such taxes reportable for 


exceeded $100; taxes on safe 


boxes; transportation of oil by pipe 
line; telephone, telegraph, radio and 
cable messages and services; transporta 
tion of persons; admissions, dues and 


initiation lees; 


gasoline, lubricating oils 


and matches; sales by manufacturers, 


including sales of pistols and revolvers; 


processing Of cé 


tain oils; sales by thi 


retailer; manufacture of sugar: trans 


ortation ot and diesel fuel 


form 37 le 


property; 
Regulation 177.4.) 
receipt) 
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